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BNCCORP, INC. AND SUBSIDIARIES
FINANCIAL HIGHLIGHTS

(Dollars in thowsands, except per share data)

2003 (1 2002 (1) 2001 (Y 2000 (V) 1999 (1)

Operating Results:
INEE HIEEIESE ICOMIC. currrivirsiecirrireensrereeessestsersssses b assestaaessessressstsns seasns ISERYEN § 13,082 $§ 13,533 0§ 12,979 $ 12,097
Provision for credit losses... 1,475 1,202 1,699 1,202 1,138
NODINEEIEST INEOME. 1t eveveteeeesieseeesteseee e seesre s eseseseee s s san st astseeesssssaeees 20,812 16,296 8,714 7,683 6,028
INONINTEIEST EXPEISE. ..cevvncerscrerrertenrerssreserestesseressns e beesen st msenssiscnnes 27,290 25,329 18,182 15,821 17,435
INELINCOME. .11 vtrieterenecenr e e rertie e e scan e es e e e aanine 3,844 2,025 1,695 2,456 (255)
Period-End Balances:
TOTAl SSEES. e vevvvenrsceriscreireeseceerescen e riees bt ce s bttt 621,477 602,228 555,967 547,447 445,232
L0018 it s e 283,555 335,794 297,924 252,753 254,009
DEPOSILS....crrmreeniremmicnreriennies 395,942 398,245 375,277 330,894 316,772
Common stockholders’ equity.......cceimciniicmcnienccinen s 38,686 36,223 30,679 29,457 23,149
Financial Ratios:
Return on average t01al assets.....ue..vursiccirnrisnsnimneniensricnssiisnessicsirenceans 0.64% 0.36% 0.31% 0.47% (0.07)%
Return on average common stockholders’ equity......cc.ovvrinrcrriniinininnns 9.92 5.77 5.51 10.02 (1.22)
INEt INLEXESt MALGI.oeevoniirceeiies st e ee st 2.47 2.51 2.63 2.65 3.38
EfICIENCY TaALOm - crvirvrierivnrionvinscnsscnsisscsmsssssssissnscassisssanssissssscisnsisssansias 79.82 86.22 81.73 76.57 96.20

Average common stockholders’ equity to average toral assets

Per Share of Common Stock:

Earnings, basic.......coovvoeerincrnncinininnninn.
Earnings, diluted......coooovvviccniinneninnnn,
Book Valte..ovc..reeercrerrcenses i eesrreene

(1) From continuing operations.

6.25 5.93 5.64 4.71 5.48

................................................... el 5 074 $ 071§ 102§ (0.11)
................................................... 1.35 0.74 0.70 1.02 (0.11)
................................................... 14.07 13.41 12.79 12.30 9.65
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$12,007  $12,979 $13,533 $13,082  $13,378 $6,028  $7,683  $8,714  $16,296 $20,812 $445,232 $547,447 $555,967 $602,228 $621,477
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In 2003, BNCCORR, Inc. delivered record net income for stockholders, while continuing to provide
customers with the quality products and responsive service that they have come to expect from our
broad array of banking, insurance and brokerage/trust/financial services units. We also took action to
expand several of our operations during the year, thereby investing in the continued growth and success
of our business.

Net income for 2003 was $3.84 million, or $1.35 per share on a diluted basis, an 88.5% increase from our
2002 earnings of $2.04 million, or $0.75 per diluted share. We can attribute these excellent results
primarily to our diversified and balanced base of financial services businesses. In particular, we benefited
from a full year of operations of Milne Scali & Company, Inc. (‘Milne Scali”) a Phoenix-based insurance
agency acquired in April 2002. In addition, our financial services division generated a significant
transaction fee in the second quarter. The contributions from these two businesses more than offset the
pressure on the net interest margin due to the prevailing interest rate environment, a change in the mix of
our earning asset portfolio, and weak loan demand caused by economic conditions. Results for 2002
included income of $14,000, or $0.01 per diluted share, from a branch in Fargo, North Dakota, which

was sold on September 30, 2002, and subsequently classified as a discontinued operation.

Performanee Highlights

Net interest income held relatively steady, at $13.38 million for 2003 and $13.08 million for 2002.
Due to the adoption of Statement of Financial Accounting Standards No. 150, the expense
associated with the Company’s subordinared debentures is now classified in interest expense for all
periods presented.

Reflecting our ongoing strategy of building a solid base of fee-generating businesses, BNCCORP’s
noninterest income rose 27.7% to $20.81 million for 2003, from $16.30 million for 2002. Insurance
commission income generated by Milne Scali was the principal engine of growth in noninterest
income. Other significant sources of noninterest income included fees on loans, trust and financial
services income (including the previously noted transaction fee) and net gains on sales of securities.
Noninterest income represented 60.87% of gross revenues for 2003, up from 55.47% for 2002.

Noninterest expense was $27.29 million for 2003, an increase of 7.7% from the 2002 figure of $25.33
million. The increase primarily reflected expenses incurred in the expansion of our banking and
insurance operations, particularly in the Arizona market. We are pleased to note, however, that net
income rose at a significantly faster rate than noninterest expense.

BNCCORBPINC. 2003 Annual Report
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To provide an in-depth perspective on the progress made by BNCCORR Inc. during 2003, and the
strong foundation now in place for the future, Gregory K. Cleveland, President and Chief Executive
Officer, responded to a series of questions.

Jrat do yeu ceasider to be the most Imperiant scecompliishmaeals of BICGORP
curing 20037

Mr. Cleveland: To begin with, we would have to point to our financial performance, and particularly
our record net income of $3.84 million, which increased 88.5% from the previous year. Equally
important, we made progress on a number of initiatives to position BNCCORP for future profitable
growth. For example, we identified a number of new branch locations to expand our retail franchises in
the Arizona and Minneapolis markets, which is consistent with our plans to grow core deposits and
loan volume. We also expanded our insurance agency business into the Tucson, Arizona market, and
purchased an Arizona-based mortgage banking operation.

We have continued to increase our noninterest income in absolute dollars, and as a percentage of gross
revenues. This has been a key strategic objective for BNCCORP, and with noninterest income
representing 60.87% of gross revenues last year, we have exceeded our own internal targets. Our
improved asset quality is another highlight, although the most significant progress actually took place
early in 2004 as we resolved some nonaccrual loans that were included in our nonperforming loans at
December 31, 2003. The effect is that we are beginning a new year with the strongest asset quality in
neatly a decade.

How did BNCCORPs siretegy of buiding a broad base of finanscizl serviees
operations coalrbule (o the strong periormanca?

Mr. Cleveland: We have three diverse, but complementary, businesses: banking, insurance and
brokerage/crust/financial services. This structure provides BNCCORP with the opportunity to meet
more of our customers financial services needs, differentiate ourselves in the marketplace and -
importantly — deliver a balanced revenue and income stream. In 2003, for example, commissions
generated by our insurance agency operations contributed significantly to our performance. Our financial
services division was able to help a customer with a business sale, generating a sizeable transaction fee in
the process. The results from these two businesses balanced out the performance in the banking area,
where loan demand was modest due to economic conditions and margins were compressed due to the
prevailing interest rate environment and a shift in the mix of our earning asset portfolio - although we
did experience growth in core deposits. Our businesses work together to provide customers with a broad
array of services. For example, we now have insurance agents in every branch location.
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With respeet to your strategy of building your presence im the Arizenz and
Uinneapelis marlels, what malkes these regions so attractive for banking business?

Mr. Cleveland: Each of our markets offers solid growth potential, but they have very different
economic drivers. Arizona should continue to experience significant population growth and business
formation for the foresecable future. Minneapolis is a more mature marker, but has an affluent
population and growing businesses. Also, because industry consolidation has reduced the number of
local competitors, Minneapolis offers real business opportunities for a service-oriented, community
financial institution like BNCCORPD  And, of course, we are a major presence in our original North
Dakota market, which consists of stable communities where we are well positioned to serve the main
population and business centers.

Hew are you managing @ growing presence in three diferent reglons?

Mr. Cleveland: In each of our core markets we now have a regional president, who has the
responsibility not only to ensure superior customer service, but also to grow the franchise. We
specifically chose financial services managers who have experience with a broad range of products, and
whose skills complement their respective markets.

What are some of BNCCORP's major initiatives for the future?

Mr. Cleveland: Of course, we want to continue to expand our regional franchises, and are continuing
to look for additional branch locations. We also added a number of seasoned lending professionals,
with existing strong customer relationships, during 2003 - so we will be placing a lot of emphasis on
growing our loan business now that the U.S. economy appears to be improving.

One of the things we are especially excited about is our new multi-year consulting arrangement with
Roxanne Emmerich, the author of Profit-Growth Banking and a highly respected advisor to bank
managements. Ms. Emmerich will be working with BNCCORP to define a strategic vision that will
Jead the way to higher performance, and to help employees align with our vision and objectives. We
believe it's important for our long-term growth to differentiate our brand and to foster a sales culture
that thrives on providing solutions to customers’ needs. We have to keep evolving in order to serve our
market and produce value for sharcholders, and this is the logical next step in our evolution as a high-
performance institution.

BNCCORPBINC. 2003 Annual Report
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BNCCORR Inc. is responsible for the preparation of the financial statements and all other information
contained in this annual report. The financial statements have been prepared in conformity with
accounting principles generally accepted in the United States and necessarily include amounts based on
judgments and estimates made by management. All financial information in this annual report is
consistent with the financial statements.

BNCCORP recognizes the importance of maintaining the highest possible standards of conduct,
including the preparation and dissemination of statements fairly presenting BNCCORP’s financial
condition. Management is responsible for establishing and maintaining adequate internal control over
financial reporting for the Company. BNCCORP’s system of internal accounting controls is designed
to provide reasonable assurance at reasonable costs that assets are safeguarded and that transactions are
executed in accordance with management’s authorization and are properly recorded, and that
accounting records may be relied upon for the preparation of financial statements and other financial
information. Internal and external audit personnel test and evaluate the internal control system as they
deem necessary to issue their reports and opinions.

KPMG LLB the Company’s independent auditor, was engaged to audit our financial statements. KPMG
LLP maintained an understanding of our internal controls and conducted such tests and other auditing
procedures considered necessary in the circumstances to express its opinion of the financial statements.

The Board of Directors, acting through the Audit Committee composed of non-employee directors,
meets periodically with management, the Company’s internal auditors and the independent auditors to
review their work and confirm that they are properly discharging their responsibilities. In addition, the
independent auditors and the internal auditors have full and free access to the Audit Committee, with
and without management present, to discuss the results of their work and observations on the adequacy

Tracy Scott Gregory K. Cleveland Brenda L. Rebel
Chairman of the Board President & Chief Executive Officer Chief Financial Officer

BNCCORPINC. 2003 Annual Report




F i
R e e e e e A I - S o S
Lode G & S Y - A
DEIEHNEEC

NG B S A AN 4
AN N A G
N N AV AU R FUS B OO CURE SRS )

KPMG LLP

4200 Wells Fargo Center
90 South Seventh Street
Minneapolis, MN 55402

|

t Independent Auditors’ Report

The Board of Directors and Stockholders
BNCCORP, Inc.:

We have audited the accompanying consolidated balance sheets of BNCCORP, Inc. and
subsidiaries as of December 31, 2003 and 2002, and the related consolidated statements of
income, comprehensive income, stockholders™ equity, and cash flows for each of the years in the
three-year period ended December 31, 2003. These consolidated financial statements are the
responsibility of the company’s management. Our responsibility is to express an opinion on these
consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of BNCCORP, Inc. and subsidiaries as of December 31, 2003 and
2002, and the results of their operations and their cash flows for each of the years in the three-year
period ended December 31, 2003, in conformity with accounting principles generally accepted in
the United States of America.

KPMc LLP

Minneapolis, Minnesota

January 29, 2004

Minneapolis Office

/f Celebrating
KPMG LLP, a U.S. limited liability partnership, is the U.S. 4 /) ey
member firm of KPMG International, a Swiss cooperative, has y 16042004
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CONSOLIDATED FINANCIAL STATEMENTS

BNCCORP, INC. AND SUBSIDIARIES

Consolidated Balance Sheets

As of December 31
(In thousands, except share and per share data)

ASSETS

CASH AND DUE FROM BANKS L....oiiiiiit ittt sttt eaee e st et sssaneceans
INTEREST-BEARING DEPOSITS WITH BANKS ..ot ev e

Cash and cash equivalents ... s
INVESTMENT SECURITIES AVAILABLE FOR SALE .....c..oooiviiiieeece e,
FEDERAL RESERVE BANK AND FEDERAL HOME LOAN BANK STOCK ......ccccoveeveens
LOANS AND LEASES, N .iciiiiiiieiiiiisiieieiert et stese s es s tese st s eas s sr et st ssetessessaebesesbeansaee
ALLOWANCE FOR CREDIT LOSSES ...ttt ettt sresa e

Net 10ans and L€aSES ....vioviviiiiciicireei ettt eas s ettt ereert s eeaeere s
PREMISES AND EQUIPMENT, NEE c.euiiiiiieiririeis et iet e etsiet s ene s st esss b eb snesesess
INTEREST RECEIVABLE .....ocviiiiiiieiie ettt ettt s st v st eas bt ns et eran

OTHER ASSETS.....

DEPOSITS:

INONIREEFEST-DEALINE ..ottt

Interest-bearing —

Savings, interest checking and money market .......c.ooeccriiinieinincnc e
Time deposits $100,000 and OVer .......ccccoiiiiiniiiiiciii s
Other HMe dePosits oot

Total deposits ......

SHORT-TERM BORROWINGS ..ottt snscae e s
FEDERAL HOME LOAN BANK ADVANCES ... e
LONG-TERM BORROWINGS ..ottt sescsssin s e naes
GUARANTEED PREFERRED BENEFICIAL INTERESTS IN COMPANY’S
SUBORDINATED DEBENTURES ......ccoiiitiiiirnceni e cennreneceranescene s

OTHER LIABILITIES
Total liabilities

COMMITMENTS AND CONTINGENCIES

STOCKHOLDERY

EQUITY:

Preferred stock, $.01 par value — 2,000,000 shares authorized;

150 shares issued and outstaﬁding

Capital surplus — preferred stock i

Common stock, $.01 par value — 10,000,000 shares authorized;
2,749,196 and 2,700,929 shares issued and outstanding
(excluding 42,880 shares held in treasury) .....cccovviininiiiiniicce e

Capital surplus — common STOCK v

Retained earnings

Treasury stock (42,880 Shares) .....cccoioiiiirii it
Accumulated other comprehensive income, net of INCOME LAXES ...ovvrvrreierirecriecernrererineenees

Total stockholders” eqUILY ...vve ittt e

See accompanying notes to consolidated financial statements.

BNCCORP, INC.
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2003 2002
$ 12,520 $ 16,978
— 159

12,520 17,137
262,568 208,072

7,596 7,071

283,555 335,794
(4,763) (5,006)
278,792 330,788
18,570 11,100

2,462 2,856

15,507 4,119

15,089 12,210

8,373 8,875

§ 621,477 $ 602,228
$ 44,725 $ 44,362
215,525 187,531
46,569 64,905

89,123 101,447
395,942 398,245
31,383 28,120
112,200 97,200
8,640 8,561

22,397 22,326

10,729 10,053
581,291 564,505

1,500 1,500

28 27

17,074 16,614

21,119 17,395

(513) (513)

978 2,700

40,186 37,723

$ 621,477 $ 602,228

11




CONSOLIDATED FINANGCIAL STATEMENTS

BNCCORP, INC. AND SUBSIDIARIES

Consolidated Statements of Income

For the Years Ended December 31
(In thousands, except per share data)

2003 2002 2001
INTEREST INCOME:
Interest and fees 0n J0ANS .ooviiiiiiiiiic et naan $ 19,297 § 20,778 $ 23,991
Interest and dividends on investments -
TAXADIE vttt ettt er e arte b eeta e s nae e e te e esabenres 7,545 9,774 12,354
TAX-EXEIMIPT cvvvenirneieiiei bbbttt b ea bbb bbb e ne e ne s ne b sben s 1,535 977 829
DIVIAENAS 1ottt ettt et a e b s e et e e et e be et e st e eaeatreeraarneerearaeesaee 259 223 362
Other 10 66 50
Total INTEEESt INCOIMIE .. vviiiieeeiteie et e et reres e s et s eataessae st eeasatesesassaenesbaassssneeas 28,646 31,818 37,586
INTEREST EXPENSE:
DIEPOSIES ©oviuiiii it e 7,438 10,242 14,253
Short-term BOrrowings ... s 382 141 441
Federal Home Loan Bank advances .......ocovieoeiiiciiiieice ettt st aaa e 5,333 6,214 7,185
Long-term BOrTOWIRES .....cvvvvi v s 387 310 777
Subordinated debentures ..... 1,728 1,829 1,377
Total interest expense 15,268 18,736 24,033
INEt INTETEST IMCOIMIE «utvvvrieerrireeisiiececeiiarteeeeeatereasassreeesaretseesasstsessessstessraseressonssseessnnsnnnres 13,378 13,082 13,553
PROVISION FOR CREDIT LOSSES ..o coioecierenreet st reiesiesae e svssvesvsevastessseranssesean 1,475 1,202 1,699
NET INTEREST INCOME AFTER PROVISION FOR CREDIT LOSSES ......cccccvvveiernnn 11,903 11,880 11,854
NONINTEREST INCOME:
TN SUTANICE COMUIMISSIONS 1etiiiiiiviiiieiiteteeeeeebetreee e s e ireeeesesateeseesreressesonereseraneeeesenreesesarineessssssesnesess 14,568 8,981 1,891
Feeson loans ....ocoovevvvvreennn, 2,022 2,169 1,936
Trust and financial services 1,009 751 899
Net gain on sales OF SEOUIITIES vttt ettt et sae et e e eeaeeeesneeeeesan e eesans 968 1,870 1,396
Service charges ..o 909 755 636
Brokerage INCOME .....oimivivirimiiiinicii et 420 1,094 1,407
RENTAl INCOMIE .vviviiiiiiiictiirrcritee st et e ateebe s b b ate st e es et et e n et beessse et easasesessesensaseseesaeseans 212 89 54
ORET et e a e et ha et e b e ettt et b e en b et e e reebeenteetaent e e eetean 704 587 495
Total noninterest income 20,812 16,296 8,714
NONINTEREST EXPENSE:
Salaries and employee benefits oo s 16,478 14,723 9,911
OCCUPANCY ittt b s bbb bbb cn 2,306 2,235 1,661
Depreciation AN AMIOITIZATION 1tvvvriirrieecrireerneeseaeseebeestaeesaeseotsessesessesteesssesisesssaseratesessareeeae 1,458 1,320 1,123
Office supplies, telephone and postage ...... oot e 1,214 1,106 940
PrOfeSSIONAL SEIVICES c..voiivieeiee et eeee ettt ettt tes s teeaeessaateessaeaesenbaeneeannssanneon 1,146 1,495 1,326
Amortization of intangible assets... 1,063 881 482
Marketing and Promotion ..ot s 803 749 709
FDIC and other asseSSIMENTs .oc.iviiiviiiieiiirirerer i enierasessessesaeseressssessesssessaesessesssseseesesananas 201 214 193
Repossessed and impaired asset expenses/write-0ffs ..o 40 142 40
L 2 1T U O OO OSSO OO PO TRV URSRURIOS 2,581 2,464 1,797
Total NONINIETEST EXPEISE 1ivviiinrisiiicicis s e e e ees bbb sr s 27,290 25,329 18,182
Income from continuing operations before income taxes et ettt et e et 5,425 2,847 2,386
. Income tax provision .......cceeeiviiiiinin i 1,581 822 691
Income from continuing operations 3,844 2,025 1,695

See accompanying notes to consolidated financial statements.
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CONSOLIDATED FINANCIAL STATEMENTS

BNCCORP, INC. AND SUBSIDIARIES

Consolidated Statements of Income, continued

For the Years Ended December 31
(In thousands, except per share data)

: 2003 2002 2001

Discontinued Operations:
Gain (loss) from operations of discontinued Fargo branch

(including net loss on sale of $49 for 2002), net of income taxes of $6 and $(83).....c..ccc..... — 14 (203)
Income before nonoperating item and cumulative effect of change in accounting principle...... 3,844 2,039 1,492
Nonoperating item - loss on early extinguishment of debr, net of income taxes of $(70) ......... — — (134)
Cumulative effect of change in accounting principle, net of income taxes of $(66) .....cccc.o... — — (113)
NET INCOME ..ottt ettt et s et s s b an s es s ebase b b emens $ 3,844 $ 2,039 1,245
Dividends on preferred StOck .....c.oviiiiiininicie i e e $ (120) $  (79) —
Income available to common Stockholders c....ooviviiiiiiieii et $ 3,724 $ 1,960 1,245
BASIC EARNINGS PER COMMON SHARE:
Income from continuing OPErations ... eb e s $ 1.38 $ 074 0.71
Gain (loss) from discontinued Fargo branch, net of income taxes.......cccooonevivvernerorencecerrnns — 0.01 (0.08)
Nonoperating item - loss on early extinguishment of debr, net of income taxes ...........cce.eev. — — (0.06)
Cumulative effect of change in accounting principle, net of income taxes ..........ovvevevriorcecerinn. — — (0.05)
Basic earnings per COMMON SHALE c....cueirii ittt s § 1.38 $ 0.75 0.52
DILUTED EARNINGS PER COMMON SHARE:
Income from cONtinuINg OPEFALIONS .....uvvrevveriieiiiiiiircre ettt et en s $ 1.35 $ 074 0.70
Gain (loss) from discontinued Fargo branch, net of income taxes ..........cccococovvvernmrrcercriencennnn — 0.01 (0.08)
Nonoperating item — loss on early extinguishment of debt, net of income taxes .........c.coeune.. — - (0.06)
Cumulative effect of change in accounting principle, net of income taxes .......occcvenmvririervirinnne — - (0.05)
Diluted earnings per common share ... s $ 135 $ 075 0.51
See accompanying notes to consolidated financial statements.

PLE
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CONSOLIDATED FINANCIAL STATEMENTS

BNCCORP, INC. AND SUBSIDIARIES

Consolidated Statements of Comprehensive Income

For the Years Ended December 31
(In thousands)

NET INCOME oottt ataascenaeae s teueanssssaneasseasesssnsansessanseaeessentanscasessansensnennens
OTHER COMPREHENSIVE INCOME (LOSS) -
Unrealized gains (losses) on securities:
Unrealized holding gains (losses) arising during the period,
net of income taxes of $(668), $1,197, and $283 ....oviiiiveerireee et
Less: reclassification adjustment for gains included in net income,

NET OF IMCOIMIE TAXES L.viviiiiieiiii et or ittt eme et e eeeetas b e et e etses e e e etees st etsesteseer e et asten e tesate e

OTHER COMPREHENSIVE INCOME (LOSS) w.ccuiiiiimicinicceinieeeriecsneisieensceinenceenes
COMPREHENSIVE INCOME ...t ittt

See accompanying notes to consolidated financial statements.

2003 2002 2001
$ 3,844 $ 2,039 § 1,245
(1,122) 2,381 885
(600) (1,330) (942)
(1,722) 1,051 (57)
$ 2,122 $ 3,000 $§ 1,188
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CONSOLIDATED FINANCIAL STATEMENTS

BNCCORP, INC. AND SUBSIDIARIES
Consolidated Statement of Stockholders’ Equity

(In thousands, except share data)

Capital Capital Accumulated
Surplus Surplus Other
Preferred Stock Preferred Common Stock Common  Retained Treasury  Comprchensive
Shares Amount Stock Shares Amount Stock Earnings Stock Income Total
BALANCE, December 31, 2000 .......... — 3 - 3 — 2,437,910 § 24 % 14050 $ 14,190 § (513) $ 1,706 § 29,457
Net income .....cocccvviviririnereerennnn, — — — — — — 1,245 — —_ 1,245
Other comprehensive loss -
Change in unrealized holding
gains on securities available for
sale, net of income taxes and
reclassification adjustment .......... — - - — — — - — (57) (57)
OLhEr v — — - 4,140 — 34 — — — 34
BALANCE, December 31, 2001 .......... - - — 2,442,050 24 14,084 15,435 (513) 1,649 30,679
NEt income ..vvmeeceeceerreinrrercerrern — — — — — — 2,039 — — 2,039
Other comprehensive income -
Change in unrealized holding
gains on securities available for
sale, net of income taxes and
reclassification adjustment .......... — — — — — — — — 1,051 1,051
Issuance of preferred stock ............... 150 - 1,500 - - - - - - 1,500
Preferred stock dividends .......ccocone. — — — — — — (79) — - (79)
Issuance of common stock .o.ovovonnns — — — 297,759 3 2,497 — — — 2,500
— — — 4,000 — 33 — — — 33
BALANCE, December 31, 2002 .......... 150 — 1,500 2,743,809 27 16,614 17,395 (513) 2,700 37,723
NEL INCOME ovvvieeeieieres e — — — — — — 3,844 — — 3,844

Other comprehensive loss -

Change in unrealized holding
gains on securities available for
sale, nec of income taxes and

- - - - - - - — (2 (1722

reclassification adjustment

Preferred stock dividends ........cooeec... — - — — — - (120) - — (120)
Issuance of common stock .....ccoceene. — —_ — 12,701 — 227 — — — 227
Other oo - — — 35,566 1 233 - — — 234

BALANCE, December 31, 2003 ...

—_
u
(=]

o

I

$ 1,500 2,792,076 § 28 $ 17,074 § 21,119 § (513) % 978 § 40,186

See accompanying notes to consolidated financial statements.
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BNCCORP, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows

For the Years Ended December 31
(In thousands)

2003 2002 2001
OPERATING ACTIVITIES:
INEE IICOMIE 1uvtvevvrvarrerressesseseesiessessassssneses st e ans s as s sssn s bbb b n s bbb bbb et $ 3,844 $ 2,039 $ 1245
Adjustments to reconcile net income to net cash provided by (used in) operating activities -
Provision f0r CrEdit LOSSES .vueuerereerermirmiruieritiimiersiet e essieesie bbb sesecnt s en bbb e 1,475 1,202 1,699
Depreciation and aMOTTZATION .......c..rvemcucicstiietnisireecse s css s rssss st bt st 1,458 1,489 1,364
Amortization of INTANgIBle ASSETS ......oc.rmieiiiicicciirirer et e 1,063 881 482
Net premium amortization 0N MVESMENT SECUTITIES ..uuruerirrrrsrsrieriissesosis i ssssnsenssssssessssisssssssssssesiesians 4,116 2,966 2,144
Proceeds from 10ans recovered ..o s 102 136 303
Write down of other real estate owned and repossessed assets .......courniviirivcrorcrermeminsicne s 40 142 40
Change in interest reccivable and other assets, net (13,261) 2,308 541
Loss on sale of bank premises and equipment ........ 17 5 5
Net realized gains on sales of investment securities (968) (1,870) (1,396)
Deferred INCOME TAXES wurvvvrucvrcrrerrrriresnesiorteresesteescseessatras e essesse i sb b et ass st bes et b et e 874 (269) (342)
Change in dividend distribution payable ... (15) (4) 413
Change in other Liabilities, NET ....cvvummmierior i csiss s anees 71 (2,965) (1,233)
Originations 0f 102018 t0 De SOId..........vvevminniricerceireeriemonseres s s censens s esssreast e (81,706) (92,004) (122,180)
Proceeds from sale of loans 81,706 92,004 122,180
Net cash provided by (used in) operating activities ......c..ccovvvirnnrimcncnnncriersiisins s (1,184) 6,060 5,265
INVESTING ACTIVITIES:
Purchases of INVESTMENT SECULITIES cv.unvvrierermcercieriersie s reseesseneasecstnsessemeoeessessese st reasessies oo cerareeseseren (193,653) (146,985) (162,321)
Proceeds from sales of INVESTIIENT SECUIITIES .uvvvviiriinerririiriesierieressesetesessns s st tesesseorasseesetesssasenstsssssasenseseasen 76,652 100,651 119,394
Proceeds from maturities Of INVESTMENE SECUTITIES .ov.vvvivivivsisienserersisieesesescoresessssessessenessasersssesiessoseasssesnssnsessanns 56,598 50,984 86,414
Purchases of FRB and FHLB SIOCK .vvuvieeaecricrininniminniieienisriss e mesceassenseanessessanesssneesmessensasessesmsss enes (3,007) — —
Proceeds from sales of FRB and FHLB SOCK c..ccvvivuiiiunivissrinincremsinsiesccsnerimnssnssssssiscsssssesssessessssescrssnsnsinss 2,482 — —
Net (increase) decrease in LOANS .....oviiiiiiieiiiie ettt et ese et en s s st sm e enas 50,419 (35,144 (53,132)
Additions to premises and eqUIPMENL .....cvirriviiervirieesncniesessrssies s sebeas s (9,012) (2,974) (1,965)
Proceeds from sale of premises and €QUIPMENT ovvvuveerrivinisrinnisi i 108 161 66
Cash patd for acquisition of insurance subsidiary . (260) (13,964) —
Disposition of discontinued Fargo branch ............ — (4,365) —
Net cash used in investing aCVILIES w.u.cvvrivrreermirmierimensissieinsisseeronees et e (19,673) (51,636) (11,544)
FINANCING ACTIVITIES:
Net increase in demand, savings, interest checking and money market accounts ... 28,357 36,723 12,824
Net increase (decrease) in tmMe dEPOSILS ...euivrivircreiriirmmiemermie i escesissesiesosssessisssree e (30,660) (15,430) 32,681
Net increase (decrease) in short-term bOITOWINGS «..ovvvvvciiiiiciii s s 3,263 27,360 (32,467)
Repayments of FHLB aQVANCES ......cvvevemireecreriniercermesiseciinseises e seecsesesssenesesssescesessisscsesssasecssessaneassesoosien (160,300) (20,000) —
Proceeds from FHLB adVances ...t ereenssessesssssmesensmnsins 175,300 — —
Repayments of 1ong-term BOrrowWings ... s iessesressi s ssssseseencones (62) (62) (13,000)
Proceeds from long-term bortowings ... s 141 8,610 —
Amortization of discount on subordinated NOTES .......cvvvvrercrorir vt nes — — 371
Proceeds from issuance of subordinated debentures .........coovvivceiiiicn e — — 14,429
Proceeds from issuance of preferred stock ... - 1,500 —
Payment of preferred stock dividends ..o s (120) (79) —
Amortization of discount on subordinated debentures .......coccvreerierceroncnnimminninrc e nnens 86 86 (50)
OREE, DT oot e et e 235 33 (120)
Net cash provided by financing activities .......ccoviiiiiiiniii s 16,240 38,741 14,668
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS ..o (4,617) (6.835) 8,389
CASH AND CASH EQUIVALENTS, beginning of Year ... e 17,137 23,972 15,583
CASH AND CASH EQUIVALENTS, €nd O YEaI .eovcvrvvmieiericiicirines e ncoiecensesioseesssesnensseessocsseesen $ 12,520 $ 17,137 $ 23,972
SUPPLEMENTAL CASH FLOW INFORMATION:
Interest paid ....... $ 15,693 § 19,481 $ 24,601
Income taxes paid $ 817 $ 912 $ 920

See accompanying notes to consolidated financial statements.
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NDOTES TO CONSOLIDATED FINANCIAL STATEMENTS

BNCCORP, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements
December 31, 2003 and 2002

1. Description of Business and Summary of Significant
Accounting Policies

Description of Business. BNCCORP, Inc. (“BNCCORP”) is a registered
bank holding company incorporated under the laws of Delaware. It is the
parent company of BNC National Bank (together with its wholly-owned
subsidiaries, BNC Insurance, Inc., Milne Scali & Company, Inc. (“Milne
Scali”) and BNC Asset Management, Inc., the “Bank”). BNCCORP,
through these wholly owned subsidiaries, which operate from 22 locations
in Arizona, Minnesota and North Dakota, provides a broad range of
banking, insurance, brokerage, trust and other financial services to small-
and mid-sized businesses and individuals.

On July 9, 2001, the Company established a new banking subsidiary, BNC

National Bank of Arizona headquartered in Tempe, Arizona.

On April 8, 2002, the Company merged BNC National Bank, its Minnesota
chartered bank, with and into BNC National Bank of Arizona and the
name of the combined bank was changed to BNC Natonal Bank. The

transaction was accounted for as a pooling of interests.

The accounting and reporting policies of BNCCORP and its subsidiaries
(collectively, the “Company”) conform to accounting principles generally
accepted in the United States and general practices within the financial services
industry. The more significant accounting policies are summarized below.

Principles of Consolidation. The accompanying consolidared financial
statements include the accounts of BNCCORP and its wholly owned
subsidiaries. All significant intercompany transactions and balances have
been eliminated in consolidation.

Use of Estimates. The preparation of consolidated financial statements in
conformity with accounting principles generally accepted in the United
States requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Ultimate
results could differ from those estimates.

Critical Accounting Policies

Critical accounting policies are dependent on estimates that are particularly
susceptible to significant change and include the determination of the
allowance for credit losses and income taxes. The following have been
identified as “critical accounting policies.”

Allowance for Credit Losses. The Company maintains its allowance for
credit losses at a level considered adequate to provide for an estimate of
probable losses related to specifically identified loans as well as probable
losses in the remaining loan and lease portfolio that have been incurred as
of each balance sheet date. The loan and lease portfolio and other credit
exposures are reviewed regularly to evaluate the adequacy of the allowance
for credic losses. In determining the level of the allowance, the Company
evaluates the allowance necessary for specific nonperforming loans and also
estimates losses in other credit exposures. The resultant three allowance
components are as follows:

BNCCORP, INC. 2003 Annual Report

Specific Reserves. The amount of specific reserves is determined through
a loan-by-loan analysis of problem loans over a minimum size that
considers expected future cash flows, the value of collateral and other
factors that may impact the borrower’s ability to make payments when
due. Included in this group are those nonaccrual or renegotiated loans
that meet the criteria as being “impaired” under the definition in
Statement of Financial Accounting Standards No. 114, “Accounting
by Creditors for Impairment of a Loan” (“SFAS 1147). A loan is
impaired when, based on current information and events, it is probable
that a creditor will be unable to collect all amounts due according to
the contractual terms of the loan agreement. Problem loans also
include those credits that have been internally classified as credics
requiring management’s attention due to underlying problems in the
borrower’s business or collateral concerns. Under SFAS 114, any
allowance on impaired loans is generally based on one of three
methods. The accounting standard requires that impaired loans be
measured at either the present value of expected cash flows at the
loan’s effective interest rate, the loan’s observable market price or the
fair value of the collateral of the loan.

Reserves for Homogeneous Loan Pools. The Company makes a significant
number of loans and leases that, due to their underlying similar
characteristics, are assessed for loss as “homogeneous” pools. Included
in the homogeneous pools are consumer loans and commercial loans
under a certain size, which have been excluded from the specific reserve
allocation previously discussed. The Company segments the pools
by type of loan or lease and, using historical loss information, estimates
a loss reserve for each pool.

Qualitative Reserve. The Company’s senior lending managemenc also
allocates reserves for special situations which are unique to the
measurement period. These include, among other things, prevailing
and anticipated economic trends, such as economic conditions in
certain geographic or industry segments of the portfolio and economic
trends in the retail lending sector, management’s assessment of credit
risk inherent in the loan portfolio, delinquency trends, historical loss
experience and peer-group loss history.

Continuous credit monitoring processes and the analysis of loss components
is the principal method relied upon by management to ensure that changes
in estimated credit loss levels are reflected in the Company’s allowance for
credit losses on a timely basis. Management also considers experience of
peer institutions and regulatory guidance in addition to the Company’s own
experience. In addition, various regulatory agencies, as an integral part of
their examination process, periodically review the allowance for credit losses.
Such agencies may require additions to the allowance based on their judgment
about information available to them at the time of their examination.

Loans, leases and other extensions of credit deemed uncollectible are charged
to the allowance. Subsequent recoveries, if any, are credited to the allowance.
The amount of the allowance for credit losses is highly dependent upon
management’s estimates of variables affecting valuation, appraisals of
collateral, evaluations of performance and status, and the amounts and
timing of future cash flows expected to be received on impaired loans.
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Such estimates, appraisals, evaluations and cash flows may be subject to
frequent adjustments due to changing economic prospects of borrowers,
lessees or properties. These estimates are reviewed periodically. Actual losses
may vary from current estimates and the amount of the provision may be
either greater than or less than actual net charge-offs. The related provision
for credit losses, which is charged to income, is the amount necessary to
adjust the allowance to the level determined appropriate through application
of the above processes.

Income Taxes. The Company files consolidated Federal and unitary state
income tax returns.

Income taxes are accounted for using the asset and liability method. Under
this method, deferred rax assets and liabilities are recognized for the future
tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax
bases. Such differences can relate to differences in accounting for credit
losses, depreciation timing differences, unrealized gains and losses on
investment securities, deferred compensation and leases, which are treated
as operating leases for tax purposes and loans for financial statement
purposes. Deferred tax assets and liabilities are measured using enacted tax
rates expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. The effect on
deferred tax assets and liabilities of a change in tax rates is recognized in
income in the period that includes the enactment date.

The determination of current and deferred income taxes is based on complex
analyses of many factors including interpretation of Federal and state income
tax laws, the difference berween tax and financial reporting basis of assets
and liabilities (temporary differences), estimates of amounts due or owed,
the timing of reversals of temporary differences and current financial
accounting standards. Actual results could differ significantly from the
estimates and interpretations used in determining the current and deferred
income tax liabilities.

Other Significant Accounting Policies

Business Combinations. Business combinations that have been accounted
for under the purchase method of accounting include the results of
operations of the acquired businesses from the date of acquisition. Net
assets of the companies acquired were recorded at their estimated fair value
as of the date of acquisition. Effective with the issuance of Statement of
Financial Accounting Standards No. 141, “Business Combinations” (“SFAS
1417), all business combinations are required to be accounted for by the
purchase method. Note 2 to these consolidated financial statements includes
a summary of all business combinations completed during the three-year
petiod ended December 31, 2003.

Discontinued Operations. The results of the discontinued operations and
any gain or loss on disposal are reported separately from continuing
operations. Prior period financial statements have been restated to give
effect to the discontinued operations accounted for under this method.

Cash and Cash Equivalents. For purposes of presentation in the
consolidated statements of cash flows, the Company considers amounts
included in the consolidated balance sheet captions “cash and due from banks”
and “interest-bearing deposits with banks” (summarized in the consolidated
balance sheet as “cash and cash equivalents®) to be cash equivalents.

Investment Securities. Investment and mortgage-backed securities that
the Company intends to hold for indefinite periods of time as part of its
asset/liability strategy, or that may be sold in response to changes in interest
rates, changes in prepayment risk, the need to increase regulatory capital

or similar factors are classified as available for sale. Available-for-sale
securities are carried at market value. Net unrealized gains and losses, net
of deferred income taxes, on investments and mortgage-backed securities
available for sale are reported as a separate component of stockholders
equity until realized (see “Comprehensive Income”). All securities, other
than the securities of the Federal Reserve Bank (“FRB”) and the Federal
Home Loan Bank (“FHLB”), were classified as available for sale as of
December 31, 2003 and 2002. Investment and mortgage-backed securities
that the Company intends to hold until maturity are carried at cost, adjusted
for amortization of premiums and accretion of discounts using a method
that approximates level yield over the period to maturity. The Company
did not have any securities classified as held to maturity as of December

31, 2003 or 2002,

Premiums and discounts are amortized or accreted over the life of the related
security as an adjustment to yield using the effective interest method.
Dividend and interest income is recognized when earned. Realized gains
and losses on the sale of investment securities are determined using the
specific-identification method and recognized in noninterest income on
the trade date.

Declines in the fair value of individual available-for-sale or held-to-maturity
securities below their cost, which are deemed other than temporary, could
result in a charge to earnings and the corresponding establishment of a
new cost basis for the security. Such write-downs, should they occur, would
be included in noninterest income as realized losses. There were no such
write-downs during 2003, 2002 or 2001. Note 4 to these consolidated
financial statements includes a summary of investment securities in a loss
position at December 31, 2003 along with the length of time that individual
securities have been in a continuous unrealized loss position and a discussion
concerning such securities.

Federal Reserve Bank and Federal Home Loan Bank Stock. Investments
in FRB and FHLB stock are carried at cost, which approximates fair value.

Loans and Leases. Loans and leases held for investment are stated at their
outstanding principal amount net of unearned income, net unamortized
deferred fees and costs and an allowance for credit losses. Interest income
is recognized on an accrual basis using the interest method prescribed in
the loan agreement except when collectibility is in doubt.

Loans and leases, including loans that are considered to be impaired, are
reviewed regularly by management and are placed on nonaccrual status
when the collection of interest or principal is 90 days or more past due,
unless the loan or lease is adequately secured and in the process of collection.
Past due status is based on payments as they relate to contractual terms.
When a loan or lease is placed on nonaccrual status, unless collection of all
principal and interest is considered to be assured, uncollected interest
accrued in prior years is charged off against the allowance for credir losses.
Interest accrued in the current year is reversed against interest income of
the current period. Interest payments received on nonaccrual loans and
leases are generally applied to principal unless the remaining principal
balance has been determined to be fully collectible. Accrual of interest is
resumed when it can be determined thatall amounts due under the contract
are expected to be collected and the loan has exhibited a sustained level of
performance, generally at least six months.

All impaired loans, including all loans thar are restructured in a troubled
debr restructuring involving a modification of terms, are measured at the
present value of expected future cash flows discounted at the loan’s initial
effective interest rate. The fair value of collateral of an impaired collateral-
dependent loan or an observable market price, if one is available, may be
used as an alternative to discounting. If the measure of the impaired loan is
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less than the recorded investment in the loan, impairment will be recognized
as a charge-off through the allowance for credit losses. A loan is considered
impaired when, based on current informarion and events, it is probable
that a creditor will be unable to collect all amounts due according to the
contractual terms of the loan agreement. All loans are reviewed for
impairment on an individual basis.

Loan Origination Fees and Costs. Loan origination fees and costs incurred
to extend credit are deferred and amortized over the term of the loan as a
yield adjustment. Loan fees representing adjustments of yield are generally
deferred and amortized into interest income over the term of the loan using
the interest method or a method that approximates a level yield over the
estimated remaining lives of the loans. Loan commitment fees are generally
deferred and amortized into noninterest income on a straight-line basis
over the commitment period. Loan fees not representing adjustments of
yield are also included in noninterest income.

Mortgage Servicing and Transfers of Financial Assets. The Bank regularly
sells loans to others on a non-recourse basis. Sold loans are not included in
the accompanying consolidated balance sheets. The Bank generally retains
the right 1o service the loans as well as the right to receive a portion of the
interest income on the loans. At December 31, 2003 and 2002, the Bank
was servicing loans for the benefit of others with aggregate unpaid principal
balances of $147.0 and $194.7 million, respectively. Many of the loans
sold by the Bank are commercial lines of credit for which balances and
related payment streams cannot be reasonably estimated in order to
determine the fair value of the servicing assets or liabilities and/or future
interest income retained by the Bank. Upon sale, any unearned net loan
fees or costs are recognized in noninterest income. Gains on sales of loans
were $9,000, $0 and $22,000 for 2003, 2002 and 2001, respectively, and
are included in noninterest income as fees on loans in the consolidated
statements of income.

Premises and Equipment, Land is carried at cost. Premises and equipment
are reported at cost less accumulated depreciation and amortization.
Depreciation and amortization for financial reporting purposes is charged
to operating expense using the straight-line method over the estimated useful
lives of the assets. Estimated useful lives are up to 40 years for buildings and
three to 10 years for furniture and equipment. Leasehold improvements are
amortized over the shorter of the lease term or the estimared useful life of
the improvement. The costs of improvements are capitalized. Maintenance
and repairs, as well as gains and losses on dispositions of premises and
equipment, are included in noninterest income or expense as incurred.

Other Real Estate Owned and Repossessed Property. Real estate properties
and other assets acquired through, or in lieu of, loan foreclosure are included
in other assets in the balance sheets, and are stated at the lower of carrying
amount or fair value less estimated costs to sell, at the date of transfer to
other real estate owned or repossessed property. When an asset is acquired,
the excess of the recorded investment in the asset over fair value less estimated
costs 1o sell, if any, is charged to the allowance for credit losses. Management
performs valuations periodically. Fair value is generally determined based
upon appraisals of the assets involved. Subsequent declines in the estimated
fair value, net operating results and gains and losses on disposition of the
asset are included in other noninterest expense. The Company’s investment
in such assets at December 31, 2003 and 2002 was $0 and $8,000, respectively.

Goodwill, Goodwill represents the aggregare excess of the cost of businesses
acquired over the fair value of their net assets at dates of acquisition. Prior
to the adoption of Statement of Financial Accounting Standards No. 142,
“Goodwill and Other Intangible Assets” (“SFAS 142”) on January 1, 2002,
goodwill was amortized over its estimated useful life of 15 to 25 years using
the straight-line method. The Company reviewed goodwill for impairment
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periodically or whenever changes in circumstances indicated thar the
carrying amount of the goodwill may not have been recoverable. With the
adoption of SFAS 142, goodwill is no longer amortized, but instead is
tested for impairment annually or when impairment indicators are present.
Note 9 to these consolidated financial statements includes transition and
other disclosures related to goodwill.

Other Intangible Assets. Other intangible assets include premiums paid
for deposits assumed, insurance books of business and other miscellaneous
intangibles. Deposit premiums are being amortized over their estimared
lives of 10 years using the straight-line method. Such accounting treatment
is consistent with the recently issued Statement of Financial Accounting
Standards No. 147, “Acquisition of Certain Financial Institutions, an
Amendment to FASB Statements No. 72 (“SFAS 72”) and 144 and FASB
Interpretation No. 9 (“FIN 9”)” (“SFAS 147”), which became effective on
October 1, 2003. Insurance books of business intangibles are being
amortized over their estimated lives of 12.5 or 10 years for commercial
linesand 9.8 or 10 years for personal lines. Under SFAS 142, the Company's
other intangible assets with identifiable lives are amortized over those lives
and are monitored to assess recoverability and determine whether events
and circumstances require adjustment to the recorded amounts or
amortization periods. Intangible assets with indefinite lives are no longer
amortized but are tested for impairment annually or when impairment
indicators are present. Prior to the adoption of SFAS 142, other intangible
assers were amortized over their expected lives using either the straight-line
or effective interest method as deemed appropriate for such assets. Note 9
to these consolidated financial statements includes additional informarion
related to the Company’s other intangible assets.

Impairment of Long-Lived Assets. The Company reviews long-lived assets,
including property and equipment, certain identifiable intangibles and
goodwill for impairment periodically or whenever events or changes in
circumstances indicate that the carrying amount of any such asset may not
be recoverable. If impairment is identified, the assets are written down to
their fair value through a charge to noninterest expense. No such impairment
losses were recorded during 2003, 2002 or 2001.

Securities Sold Under Agreements to Repurchase. From time to time, the
Company enters into sales of securities under agreements to repurchase,
generally for periods of less than 90 days. Fixed coupon agreements are
treated as financings, and the obligations to repurchase securities sold are
reflected as a liability in the consolidated balance sheets. The costs of
securities underlying the agreements remain in the asset accounts.

Fair Values of Financial Instruments. The Company is required to disclose
the estimated fair value of financial instruments for which it is practicable
to estimate fair value. Fair value estimates are made ar a specific point in
time, based on relevant market information and information about the
financial instruments. Fair value estimates are subjective in nature, involving
uncertainties and mateers of significant judgment, and therefore cannot be
determined with precision. Changes in assumptions could significantly affect
the estimates. Non-financial instruments are excluded from fair value of
financial instrument disclosure requirements. The following methods and
assumptions are used by the Company in estimating fair value disciosures
for its financial instruments, all of which are issued or held for purposes
other than trading (see Note 19 to these consolidated financial statements):

Cash and Cash Equivalents, Noninterest-Bearing Deposits and Demand
Deposits. The carrying amounts approximate fair value due to the
short maturity of the instruments. The fair value of deposits with
no stated maturity, such as interest checking, savings and money
market accounts, is equal to the amount payable on demand at the
reporting date.
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Investment Securities Available for Sale. The fair value of the Company’s
securities equals the quoted market price.

Federal Reserve Bank and Federal Home Loan Bank Stock. The carrying
amount of FRB and FHLB stock approximates their fair values.

Loans and Leases. Fair values for loans and leases are estimated by
discounting future cash flow payment streams using rates at which
current loans to borrowers with similar credit ratings and similar loan
maturities are being made.

Accrued Interest Receivable. The fair value of accrued interest receivable
equals the amount receivable due to the current nature of the
amounts receivable.

Derivative Financial Instruments. The faic value of the Company’s
derivatives equals the quoted market price.

Interest-Bearing Deposits. Fair values of interest-bearing deposit
liabilities are estimared by discounting future cash flow payment
streams using rates at which comparable current deposits with
comparable maturities are being issued. The intangible value of long-
term customer relationships with depositors is not taken into account
in the fair values disclosed.

Borrowings and Advances. The carrying amount of short-term
borrowings approximates fair value due to the short maturity and, if
applicable, the instruments’ floating interest rates, which are tied to
market conditions. The fair values of long-term borrowings, for which
the marurity extends beyond one year, are estimated by discounting
future cash flow payment streams using rates at which comparable
borrowings are currently being offered.

Accrued Interest Payable. The fair value of accrued interest payable
equals the amount payable due to the current nature of the
amounts payable.

Guaranteed Preferred Beneficial Interests in Companys Subordinated
Debentures. The fair values of the Company’s subordinated debentures
are estimated by discounting future cash flow payment streams using
discount rates estimated to reflect those at which comparable
instruments could currently be offered.

Financial Instruments with Off-Balance-Sheet Risk. The fair values of
the Company’s commitments to extend credit and commercial and
standby letters of credit are estimated using fees currently charged to
enter into similar agreements.

Derivative Financial Instruments. Effective January 1, 2001, the
Company adopted Statement of Financial Accounting Standards No. 133,
“Accounting for Derivative Instruments and Hedging Activities” (“SFAS
1337), as amended. SFAS 133 requirés that all derivacive instruments, as
defined, including certain derivative instruments embedded in other
financial instruments or contracts, be recognized in the consolidated balance
sheets as either assets or liabilities measured at fair value. The fair value of
the Company’s derivative financial instruments is determined based on
quoted market prices for comparable instruments, if available, or a valuation
model that calculates the present value of expected future cash flows.
Subsequent changes in a derivative’s fair value are recognized currently in
earnings unless specific hedge accounting criteria are met.

The Company may enter into derivative financial instruments such as
interest rate swaps, caps and floors as part of managing its interest rate risk.

Interest rate swaps are used to exchange fixed and floating rate interest
payment obligations and caps and floors are used to protect the Company’s
balance sheet from unfavorable movements in interest rates while allowing
benefit from favorable movements.

All derivative instruments that qualify for specific hedge accounting are
recorded at fair value and classified either as a hedge of the fair value of a
recognized asset or liability (“fair value” hedge) or as a hedge of the variability
of cash flows to be received or paid related to a recognized asset or liability
or a forecasted transaction (“cash flow” hedge). All relationships between
hedging instruments and hedged items are formally documented, including
the risk management objective and strategy for undertaking various hedge
transactions. This process includes linking all derivatives that are designated
as hedges to specific assets or liabilities on the balance sheet.

Changes in the fair value of a derivative that is highly effective and designated
as a fair value hedge and the offsetting changes in the fair value of the
hedged item are recorded in income. Changes in the fair value of a derivative
that is highly effective and designated as a cash flow hedge are recognized
in other comprehensive income until income from the cash flows of the
hedged item are recognized. The Company performs an assessment, both
at the inception of the hedge and on a quarterly basis thereafter, to determine
whether these derivatives are highly effective in offsetting changes in the
value of the hedged items. Any change in fair value resulting from hedge
ineffectiveness is immediately recorded in income.

Revenue Recognition. The Company recognizes revenue on an accrual basis
for interest and dividend income on loans, investment securities, Federal
funds sold and interest bearing due from accounts. Noninterest income is
recognized when it has been realized or is realizable and has been earned.
In accordance with existing accounting and industry standards, as well as
guidance issued by the Securities and Exchange Commission, the Company
considers revenue to be realized or realizable and earned when the following
criteria have been met: persuasive evidence of an arrangement exists
(generally, there is contractual documentation); delivery has occurred or
services have been rendered; the seller’s price to the buyer is fixed or
determinable; and collectibility is reasonably assured. Additionally, there
can be no outstanding contingencies that could ultimately cause the revenue
to be passed back to the payor. In the isolated instances where these criteria
have not been met, receipts are generally placed in escrow until such time
as they can be recognized as revenue.

Trust Fees. Trust fees are recorded on the accrual basis of accounting,

Earnings Per Common Share. Basic earnings per share (“EPS”) excludes
dilution and is computed by dividing income available to common
stockholders by the weighted average number of common shares outstanding
during the applicable period. Diluted EPS reflects the potential dilution
that could occur if securities or other contracts to issue common stock
were exercised or converted into common stock or resulted in the issuance
of common stock that then shared in the earnings of the entity. Such
potential dilutive instruments include stock options and contingently
issuable stock. Note 25 to these consolidated financial statements includes
disclosure of the Company’s EPS calculations.

Comprehensive Income. Comprehensive income is defined as the change
in equity during a period from transactions and other events from non-
owner sources. Comprehensive income is the total of net income and other
comprehensive income, which for the Company, is generally comprised of
unrealized gains and losses on securities available for sale and, if applicable,
unrealized gains on hedging instruments qualifying for cash flow hedge
accounting treatment pursuant to SFAS 133, as amended. The Company
presents consolidated statements of comprehensive income.
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Segment Disclosures, BNCCORP segments its operations into separate
business activities, based on the nature of the products and services for
each segment: banking operations, insurance operations and brokerage,
trust and financial services operations. The amount of each segment item
reported is the measure reported to the chief operating decision maker for
purposes of making decisions about allocating resources to the segment
and assessing its performance. Adjustments and eliminations made in
preparing an enterprise’s general purpose financial statements and allocation
of revenues, expenses and gains or losses are included in determining
reported segment profit or loss if they are included in the measure of the
segment’s profit or loss that is used by the chief operating decision maker.
Similarly, only those assets thar are included in the measure of the segment’s
assets that is used by the chief operating decision maker is reported for that
segment. Segment disclosures are provided in Note 16 to these consolidated
financial statements.

Stock-Based Compensation. At December 31, 2003, the Company had
wa stock-based employee compensation plans, which are described more

Net income, as fEPOTIEG ....rvvuienrieimiccenmieeneici et reonccn s

Add: tortal stock-based employee compensation expense

included in reported net income, net of related tax effects .....ccoconnrcenrrinn

Deduct: total stock-based employee compensation expense

determined under fair value method for all awards, net of related tax effects

Pro forma net income

Earnings per share:

Basic = a5 TEPOTTEX ....couieriereireeenis e feerin e
Basic = pro forma ...
Diluted — as 1eported .....covverciiiceriirinc i

Diluted = pro forma ...

Recently Issued and Adopted Accounting Pronouncements

In June 2001, the Financial Accounting Standards Board (“FASB”) issued
Statement of Financial Accounting Standards No. 143, “Accounting for
Asset Retirement Obligations” (“SFAS 143”). SFAS 143 amends FASB
Statement No. 19, “Financial Accounting and Reporting by Oil and Gas
Producing Companies,” and applies to all entities. The statement addresses
financial accounting and reporting for obligations associated with the
retirement of tangible long-lived assets and the associated asset retirement
costs. It applies to legal obligations associated with the retirement of long-
lived assets that result from the acquisition, construction, development
and/or the normal operation of a long-lived asset, except for certain
obligations of lessees. BNCCORP adopted this standard on January 1,
2003; however, adoption of this statement did not have a material impact.

In August 2001, the FASB issued Statement of Financial Accounting
Standards No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets” (“SFAS 1447). SFAS 144 supersedes FASB Statement No.
121, “Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets To Be Disposed Of,” and the accounting and reporting
provisions of APB Opinion No. 30, “Reporting the Results of Operations
- Reporting the Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and
Transactions,” for the disposal of a segmenc of a business (as previously
defined in that opinion). SFAS 144 requires that one accounting model be
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fully in Note 28 to these consolidated financial statements. The Company
applies the recognition and measurement principles of Accounting Principles
Board Opinion No. 23, “Accounting for Stock Issued o Employees” ("APB
257) and related interpretations in accounting for those plans. No stock-
based employee compensation expense is reflected in net income for stock
options granted under the plans as all options granted under those plans
had an exercise price equal to the market value of the underlying common
stock on the date of grant. Compensation expense is reflected in net income
for the periods presented below for restricted stock issued under the stock
plans and its net effect on net income is reflected in the table below.

The following table illustrates the effect on net income and EPS if the
Company had applied the fair value recognition provisions of Statement of
Financial Accounting Standards No. 123, “Accounting for Stock-Based
Compensation” (“SFAS 123”) to stock-based employee compensation for
the years ended December 31:

2003 2002 2001

................... $ 3,844,000 $ 2,039,000 $ 1,245,000
................... 96,000 6,000 6,000
.............. (147,000) (40,000) (106,000)

$ 3,793,000 § 2005000 § 1,145,000

................... $ 138§ 075§ 0.52
................... 1.30 0.72 0.45
................... 1.35 0.75 0.51
................... 1.27 0.72 0.44

used for long-lived assets to be disposed of by sale, whether previously held
and used or newly acquired, and broadens the presentation of discontinued
operations to include more disposal transactions than were included under
the previous standards. BNCCORP adopted SFAS 144 on January 1, 2002.
Under SFAS 144, the sale of the Fargo branch of the Bank on September
30, 2002 has been presented as a discontinued operation for financial
Ieporting purposes.

In April 2002, the FASB issued Statement of Financial Accounting Standards
No. 145, “Rescission of FASB Statements No. 4, 44 and 64, Amendment
of FASB Statement No. 13, and Technical Corrections” (“SFAS 145”). SEAS
145 rescinds FASB Statement No. 4, “Reporting Gains and Losses from
Extinguishment of Debt,” and an amendment of that Statement, FASB
Statement No. 64, “Extinguishments of Debt Made to Satisfy Sinking-
Fund Requirements.” SFAS 145 also rescinds FASB Statement No. 44,
“Accounting for Intangible Assets of Motor Carriers.” Finally, SFAS 145
amends FASB Statement No. 13, “Accounting for Leases,” to eliminate
inconsistency between the required accounting for sale-leaseback
transactions and the required accounting for certain lease modifications
that have economic effects thar are similar to sale-leaseback transactions
and amends other existing authoritative pronouncements to make various
technical corrections, clarify meanings, or describe their applicability under
changed conditions. The provisions of SFAS 145 related to the rescission
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of FASB Statement No. 4 are to be applied in fiscal years beginning after
May 15, 2002 (January 1, 2003 for the Company) with any gain or loss on
extinguishment of debt that was classified as an extraordinary item in prior
periods presented that does not meet the criteria in APB Opinion 30 for
classification as an extraordinary item being reclassified. The provisions of
SFAS 145 related to FASB Statement No. 13 that relate to modifications of
a capital lease that make it an operating lease became effective for transactions
occurring after May 15, 2002. The Company adopted this standard on
January 1, 2003. A loss on. early extinguishment of debt incurred during
2001, previously classified as an extraordinary item, has now been reclassified
as a nonoperating item in these consolidated financial statements.

In June 2002, the FASB issued Statement of Financial Accounting Standards
No. 146, “Accounting for Costs Associated with Exit or Disposal Activities”
(“SFAS 146”). SFAS 146 addresses financial accounting and reporting for
costs associated with exit or disposal activities and nullifies Emerging Issues
Task Force Issue No. 94-3, “Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exitan Activity (including Certain
Costs Incurred in a Restructuring)” (“EITF Issue 94-3”). One of the
principal differences between SFAS 146 and EITF Issue 94-3 pertains to
the criteria for recognizing a liability for exit or disposal costs. Under EITF
Issue 94-3, a liability for such costs was recognized as of the date of an
entity’s commitment to an exit plan. Pursuant to SFAS 146, a liablity is
recorded as of the date an obligation is incurred. SFAS 146 requires that an
exit or disposal liability be initially measured at fair value. Provisions of
SFAS 146 are effective for exit or disposal activities that are initiated after
December 31, 2002. The Company adopted SFAS 146 on January 1, 2003

with no material impact.

In October 2002, the FASB issued SFAS 147. SFAS 147 removes
acquisitions of financial institutions from the scope of both SFAS 72 and
FIN 9 and requires that those transactions be accounted for in accordance
with SFAS 141 and 14Z. Thus, the requirement to recognize (and
subsequently amortize) any excess of the fair value of liabilities assumed
over the fair value of rangible and identifiable intangible assets acquired as
an unidentifiable intangible asset no longer applies to acquisitions wichin
the scope of SFAS 147. Entities with previously recognized unidentifiable
intangible assets that are still amortizing them in accordance with SFAS 72
must, effective the latter of the date of the acquisition or the full adoption
of SFAS 142, reclassify those intangible assets to goodwill and terminate
amortization on them. The Company adopted SFAS 147 on October 1,
2002 and the adoption resulted in no reclassification or revisions to prior
period financial statements.

In November 2002, the FASB issued Interpretation No. 45, “Guarantor’s
Accounting and Disclosure Requirements for Guarantees Including Indirect
Guarantees of Indebtedness of Others” (“FIN 45”), which addresses the
disclosures to be made by a guarantor in its interim and annual financial
statements about its obligations under guarantees. These disclosure
requirements are included in Note 21 to these consolidated financial
statements. FIN 45 also requires the recognition of a liability by a guarantor
at the inception of certain guarantees. FIN 45 requires the guarantor to
recognize a liability for the non-contingent component of the guarantee,
which is the obligation to stand ready to perform in the event that specified
triggering events or conditions occur. The initial measurement of this liability
is the fair value of the guarantee at inception. The recognition of the liability
is required even if it is not probable that payments will be required under
the guarantee or if the guarantee was issued with a premium payment or as
part of a transaction with multiple elements. The Company adopted the
disclosure requirements of FIN 45 at December 31, 2002 (see Note 21)
and has applied the recognition and measurement provisions for all
guarantees entered into or modified since December 31, 2002.

In December 2002, the FASB issued Statement of Financial Accounting
Standards No. 148, “Accounting for Stock-Based Compensation; Transition
and Disclosure” (“SFAS 148”). SFAS 148 amends SFAS 123 to provide
new guidance concerning transition when an entiry changes from the
intrinsic value method to the fair value method of accounting for employee
stock-based compensation cost. As amended by SFAS 148, SFAS 123 now
also requires additional information to be disclosed regarding such cost in
annual financial statements and in condensed interim statements of public
companies. In general, the new transition requirements are effective for
financial statements for fiscal years ending after December 15, 2002. Ealier
application is permitted if statements for a fiscal year ending prior o
December 15, 2002 have not yet been issued as of December 2002. Interim
disclosures are required for reports containing condensed financial
statements for periods beginning after December 15, 2002. The Company
accounts for stock-based compensation using the intrinsic method under
ABP 25 and plans to continue to do so while providing the disclosures
provided for in SFAS 123. The Company adopted the annual disclosure
requirements for SFAS 148 for purposes of its December 31, 2002
consolidated financial statements and adopted the interim disclosure
requirements of SFAS 148 beginning with its interim financial statements
for the period ended March 31, 2003.

In January 2003, the FASB issued Interpretation No. 46, “Consolidation
of Variable Interest Entities” (“FIN 46”). FIN 46 addresses consolidation
by business enterprises of variable interest entities which have cerrain
characieristics by requiring that if a business enterprise has a controlling
interest in a variable interest entity (as defined by FIN 46), the assets,
liabilities and results of activities of the variable interest entity be included
in the consolidated financial statements with those of the business enterprise.
FIN 46 applies immediately to variable interest entities created after January
31,2003 and to variable interest entities in which an enterprise obtains an
interest after that date. For variable interests acquired before February 1,
2003, FIN 46 applies in the first fiscal year or interim period beginning
after June 15, 2003. During 2003, che FASB delayed the implementation
date for these provisions until the fourth quarter of 2003. Accordingly, the
Company adopted FIN 46 during the fourth quarter of 2003. The adoption
resulted in the deconsolidation of two BNCCORP trusts that have issued
subordinated debentures (commonly referred to as “trust preferred
securities”) (see Note 14). Prior periods have been reclassified to reflect the

adoption of FIN 46.

In April 2003, the FASB issued Statement of Financial Accounting Standards
No. 149, “Amendment of Statement 133 on Derivative Instruments and
Hedging Activities” (“SFAS 149”). SFAS 149 amends Statement 133 for
decisions made (1) as part of the Derivatives Implementation Group process
that effectively required amendments to Statement 133, (2) in connection
with other FASB projects dealing with financial instruments, and (3) in
connection with the implementation issues raised in relation to the
application of the definition of a derivative, in particular, the meaning of
“an initial net investment that is smaller than would be required for other
types of contracts that would be expected to have a similar response to
changes in market factors,” the meaning of “underlying,” and the
characteristics of a derivative that contains financing components. SFAS
149 is generally effective for contracts entered into or modified after June
30, 2003 and for hedging relationships designated after June 30, 2003.
The Company adopted SFAS 149 on July 1, 2003 and such adoption did

not have a material effect on its financial position or results of operations.

In May 2003, the FASB issued Statement of Financial Accounting Standards
No. 150, “Accounting for Certain Financial Instruments with Characteristics
of both Liabilities and Equity” (“SFAS 150”). SFAS 150 establishes standards
for how an issuer classifies and measures certain financial instruments wich
characteristics of both liabilities and equity. The statement requires that an
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issuer classify a financjal instrument that is within its scope as a liability (or
asset in some circumstances). Many of those instruments were previously
classified as equity. SFAS 150 became effective for financial instruments
entered into or modified after May 31, 2003, and otherwise at the beginning
of the first interim period beginning after June 15, 2003, except for
mandatorily redeemable financial instruments for nonpublic companies.
The Company adopted SFAS 150 on July 1, 2003. Adoption of the standard
required classification of BNCCORP’s subordinated debencures as liabilities
as compared to the previous classification between the liability and equity
section of the balance sheets. Additionally, the standard requires thar the
interest expense associated with the subordinated debentures be included
in interest expense and, hence, included in the computation of net interest
income and net interest margin. Prior periods have been reclassified to

reflect the adoption of SFAS 150.

Regulatory Environment. BNCCORP and its subsidiaries are subject to
regulations of certain state and Federal agencies, including periodic
examinations by those regulatory agencies. BNCCORP and the Bank are
also subject to minimum regulatory capirtal requirements. At December
31, 2003, capital levels exceeded minimum capital requirements (see Note
18 to these consolidated financial statements).

Reclassifications. Certain amounts in the financial statements for prior
years have been reclassified to conform to the current year's presentation.

2. Acquisitions and Divestitures:

The following acquisitions and divestitures transpired during the three-
year period ended December 31, 2003:

On Decemnber 31, 2003, in order to further grow its insurance segment,
Milne Scali acquired the assets and assumed certain liabilities of The
Insurance Alliance of the Southwest (“TASW?”), a Tucson, Arizona-based
insurance agency, for 12,701 shares of newly issued BNCCORP common
stock (valued at $227,000) and $256,000 in cash. Subsequent payments of
$156,000 in cash and BNCCORP common stock valued at $233,000 will
be made an each of the first and second annual anniversaries of the
transaction. Acquisition of insurance agencies generally result in the
recognition of goodwill due to the service nature of the business, the lack
of tangible assets acquired and the profitability of the acquired agency. Of
the total $1.3 million purchase price, $601,000 was allocated to the net
assets acquired (including intangible assets) and the excess purchase price
of approximately 659,000 over the fair value of the net assets was recorded
as goodwill. Additional consideration of up to $480,000 is payable to [ASW,
subject to the insurance operation achieving certain performance targets.
In accordance with purchase method accounting requirements, such
payments would increase the cost of the transaction in future periods and
are not reflected as liabilities in the Company’s current consolidated balance
sheet. The goodwill, all of which is attributable to the Company’s insurance
segment, will be evaluated for possible impairment under the provisions of
SFAS 142. Other acquired intangible assets related to personal and
commercial insurance lines books of business and totaling approximately
$562,000 will be amortized using a method that approximates the
anticipated useful life of the associated customer lists, which will cover a
period of 10 years. The results of operations of the acquired assets are being
included in the Company’s consolidated financial statements effective
January 1, 2004.

On December 1, 2003, in order to further grow its morrgage banking
operations, the Bank executed an Asset Purchase and Sale Agreement (the
“Purchase Agreement”) with Lynk Financial LLC of Arizona (“Lynk”) and
its principal owner. Under the Purchase Agreement, the Bank would, on
January 5, 2004, acquire certain assets of Lynk for newly issued common

stock of BNCCORP with a fair value of $50,000 and $150,000 in cash.
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The transaction closed as scheduled on January 5, 2004 with BNCCORP
issuing 2,888 shares of its common stock. Acquisition of the mortgage
operation resulted in the recognition of goodwill due to the service nature
of the business, the lack of tangible assets acquired and the profitability of
the acquired assers. Of the total $200,000 purchase price, $5,000 was
allocated to the net assets acquired and the excess purchase price of $195,000
over the fair value of the ner assets was recorded as goodwill. The goodwill,
all of which is atributable to the Company’s banking segment, will be
evaluated for possible impairment under the provisions of SFAS 142, The
results of operation of the mortgage banking operation are being included
in the Company’s consolidated financial statements effective January 5, 2004,

On September 30, 2002, the Company sold its Fargo, North Dakota branch
largely due to the fact that the branch did not achieve crirical mass for the
Company in the Fargo marketplace and the sale allowed the Company to
redirect assets to markets where they can be more productively and profitably
employed. Pursuant to a definitive branch purchase and assumption
agreement dated July 26, 2002, the Company sold the assets of the Fargo
branch, including the bank building, furniture, fixeures and equipment
totaling $6.0 million and $19.5 million of loans. The Company also sold
$31.0 million in deposits. Prior to the application of the Company’s direct
costs incurred in the sale of the branch ($56,000), the transaction resulted
in a net gain on sale of $7,000. These amounts are included in the line
item “Gain (loss) from operations of discontinued Fargo branch (including
net loss on sale of $49,000 for 2002), net of income taxes” in the
consolidated statements of income. The Fargo branch’s profit or loss, for
the periods presented, is also reflected in this line item. Additionally,
included in this line item are the following amounts of net interest income
for the Fargo branch for the 12 months ended December 31, 2002 and
2001, respectively: $973,000 and $726,000. The Fargo branch had
previously been reported in the banking operations segment of the
Company’s segment disclosures.

On April 16, 2002, in order to further grow its insurance segment, the
Company acquired 100 percent of the voting equity interests of Milne
Scali, a Phoenix, Arizona-based insurance agency, for 297,759 shares of
newly issued common stock (valued at $2.5 million) and $15.5 million in
cash. Acquisitions of such agencies generally result in the recognition of
goodwill due to the service nature of the business, the lack of tangible
assets acquired and the profitability of the acquired agency. To effect the
transaction, the Company incurred $8.5 million in long-term debt. Of the
total $18.0 million purchase price, $7.2 million was allocated to the net
assets acquired (including intangible assets) and the excess purchase price
of approximately $10.8 million over the fair value of net assets was recorded
as goodwill. As part of the transaction, deferred tax liabilities of $2.3 million
were initially recorded, which also increased goodwill by the same amount.
Subsequent to the acquisition, the Company and Milne Scali made an
Internal Revenue Code Section 338(h)(10) election to step up the basis in
the acquired assets. Upon the election, goodwill was reduced by §1.8
million, deferred taxes were reduced by $2.3 million and a liability for the
resulting income taxes in the amount of $590,000 was recorded. Under
the Section 338(h)(10) election, all of the goodwill related to the acquisition
will be deductible for tax purposes. An earnout payment of $2.3 million
was made during 2003 (see Note 21). This payment increased the goodwill
associated with the acquisition. Additional consideration of up to $6.2
million is payable to the former shareholders of Milne Scali, subject to
Milne Scali achieving certain financial performance targets. In accordance
with purchase method accounting requirements, such payments would
increase the cost of the transaction in future periods and are not reflected
as habilities in the Company’s current consolidated balance sheet. The
goodwill, all of which is attributable to the Company’s insurance segment,
is evaluated for possible impairment under the provisions of SFAS 142.
Other acquired intangible assets related to personal and commercial
insurance lines books of business and totaling approximarely $8.0 million
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are being amortized using a method that approximates the anticipated
useful life of the associated customer lists, which cover a period of 9.8 to
12.5 years. Milne Scali’s results of operations have been included in the
Company’s consolidated financial statements since the acquisition date of
April 16, 2002,

The following is a condensed balance sheet indicating the amount assigned
to cach major asset and liability caption of Milne Scali as of the acquisition
date (in thousands):

Assets -

CaSh et s $ 1,536
Accounts receivable ..o, 1,305
FIXed @SSELS wovvrvvvrnsinrinreiereineriseensisesebrerssscsnesnses s 412
Intangible assets, books of business .......c.ccoureonrceenec. 8,018
GOOAWIlL . .ocvvriicrecre e s 13,096
104
$ 24,471

Liabilities -
Notes payable ..o vcmnmiennceecnne $ 1,421
Insurance company payables ... 1,486
Deferred tax labilities ...o..ocoovvecivnnicniiiicniienens 2,346
OREE oottt ettt an et eae e s 1,218
Total LaDILITIES vrveevv et eere e se e ennees 6,471
Stockholders’ equity vvvvcciccniiccc 18,000
Total liabilities and stockholders” equity .......ccovcvvvnnnccnn. $ 24,471

EEEEER——

The following pro forma information has been prepared assuming that
the acquisition of Milne Scali had been consummated ar the beginning
of the respective periods. The pro forma financial information is not
necessarily indicative of the results of operations as they would have been
had the transaction been consummated on the assumed dates (amounts
are in thousands):
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12 Months Ended December 31,

2002 2001
Net interest income 14,761 3 14,251
Noninterest income 19,553 18,131
Noninterest expense 28,032 26,215
Income from continuing operations 2,313 2,196
Income (loss) from discontinued OPErations ..........ccoiiiriiiciomieiniiiinnc e e 14 (203)
Income before nonoperating item and cumulative effect
of change in accounting PrNCIPIE ...ovoviiiiiiiiiec e 2,327 1,993
I Bl IICOIMIE 1t tittiee sttt e s e e ee b e erab e e e ean e tes e e ssres e e sbeeasestsessaaeasesssnne s e eabasaeensasssantassassasseasesoraranens 2,327 1,746
Basic earnings per common share.......... 0.79 $ 0.65
Diluted earnings per common share 0.79 $ 0.64
3. Restrictions on Cash and Due From Banks:
The Bank is required to maintain reserve balances in cash on hand or with
the FRB under the Federal Reserve Act and Federal Reserve Board's -
Regulation D. Required reserve balances were $25,000 and $3.6 million as
of December 31, 2003 and 2002, respectively. The Bank’s required reserve
balance declined during 2003 due to the implementation of an account
reclassification program.
4. Investment Securities Available For Sale:
Investment securities have been classified in the consolidated balance sheets
according to management’s intent. The Company had no securities
designated as trading or held-to-maturity in its portfolio at December 31,
2003 or 2002. The carrying amount of available-for-sale securities and their
approximate fair values were as follows as of December 31 (in thousands):
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
2003
U.S. government agency mortgage-backed securities ........cccooccouun. $ 14,374 $ 389 $ (8) $ 14,755
U.S. government agency SECUTILES ....o..iuerririnvsiinsiveneiiesisesesnssieons 961 122 — 1,083
Collateralized mortgage obligations 210,760 1,451 (2,535) 209,676
State and municipal bonds ..o 32,909 2,264 (117 35,056
Corporate debt SECUTITIES ....vuuevrinriierecrini e 1,939 59 — 1,998
$ 260,943 $ 4,285 $  (2,660) $ 262,568
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
2002
U.S. government agency mortgage-backed securities ......o...covivvninns $ 47,072 $ 547 $ (43) $ 47,576
U.S. government agency SECUrites .......cccvrummreerinsieeiremsisvnscrnniens 4,608 595 — 5,203
Collateralized mortgage obligations ..o 122,795 2,527 (842) 124,480
State and municipal bonds 27,276 1,589 (50) 28,815
Corporate debt SeCUrIties ...co.vervieriririiiereeierie e 1,938 60 — 1,998
§ 203,689 $ 5,318 $ (935) $ 208,072
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The amortized cost and estimared fair market value of available-for-sale securities classified according to their contractual maturities at December 31,
2003, were as follows (in thousands):

Estimated

Amortized Fair

Cost Value
DUE 11 ONE YEAT OF 1SS cvvcooeeiriieneceermcs e recns e eces s s s $ — $ —
Due after one year through fIve Years ..ot sss st 2,592 2,742
Due after five years throtgh ten YEaIS ... oot e 23,636 23,932
Due after ten years .....cocovvcnvcnnrrienenen. et et e e e tata st at et eaee s et et eseae st Ae st an e e s et enneeRer At b st e s et a bt e e eaereeerreateaes 234,715 235,894
T0TAl 1o e bbb RS e bbbt et e R e s b e ARt et s e nebee st ber s $ 260,943 $ 262,568

Securities carried at approximately $234.0 and $177.8 million at December 31, 2003 and 2002, respectively, were pledged as collateral for public and
trust deposits and borrowings, including borrowings with the FHLB and repurchase agreements with customers.

Sales proceeds and gross realized gains and losses on available-for-sale securities were as follows for the years ended December 31 (in thousands):

2003 2002 2001
Sales ProCeeds .....ccouiivimrimmiicrer e e $ 76,652 $ 100,651 $ 119,394
Gross realized gains 1,573 2,003 1,530
GEOSS TEALZEA LOSSES wuvvevriveiiiiriiitete sttt ettt sa b en bbbt ea bbbt rn st sanas 605 133 134

The following table shows the Company’s investments’ gross unrealized losses and fair value, aggregated by investment category and length of time thar
individual securities have been in a continuous unrealized loss position at December 31, 2003 (amounts are in thousands):

Less than 12 months 12 months or more Total
Fair Unrealized Fair Unrealized Fair Unrealized
Description of Securities # Value Loss % # Value Loss % # Value Loss %
U.S. government
agency mortgage—
backed securities ..........o..... 1% 661 $ 3y 5 2 3 354§ (5) 1.4 3% 1,015 8 .8
Collateralized
mortgage obligations........... 19 116,673 (2,178) 1.9 3 10,942 (359) 3.3 22 127,615 (2,535) 2.0
State and
municipal bonds ..coicvvinic 7 3,043 (117) 3.8 — — - = 7 3,043 (117} 3.8
Total temporarily
impaired securities ............. 27§ 120,377 §  (2,297) 1.9 5 § 11,296 § (364) 3.2 32 % 131,673 § (2,660) 2.0

The Company considered the following information in reaching the combination of Fitch, Moedy's or S & P) - the duration of the 3 collateralized
conclusion chat the impairments disclosed in the table above are temporary ~ mortgage obligation positions that have been in a continuous unrealized
and not other-than-temporary impairments. The nature of the investments ~ loss position for 12 months or more as of December 31, 2003 was only 15
with gross unrealized losses as of December 31, 2003 was as follows: U.S. months; and state and municipal bonds (7 insured, AAA rated, general
government agency mortgage-backed securities (3 positions issued and ~ obligation bonds). Therefore, none of the impairments in the above table
guaranteed by GNMAY}; collateralized mortgage obligations (19 positions ~ were due to a deterioration in the credit quality of any of the issues that
issued and guaranteed by FNMA or FHLMC and 3 non-agency  might result in the noncollection of contractual principal and interest. The
collateralized mortgage obligations each carrying two AAA ratings froma  cause of the impairments is due to changes in interest rates.
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5. Federal Reserve Bank and Federal Home Loan Bank Stock:
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The carrying amounts of FRB and FHLB stock, which approximate their fair values, consisted of the following as of December 31 (in thousands):

2003 2002
......................................................... $ 1,236 $ 1,236
......................................................... 6,360 5,835
......................................................... $ 7,596 $ 7,071

There is no contractual maturity on these investments; they represent required regulatory investments.

6. Loans and Leases:

Composition of Loan and Lease Portfolio. The composition of the loan and lease portfolio was as follows as of December 31 (in thousands):

Commercial and indUSTIIAl ....ocoviivieies et et

Real estate:

MOTTZARE oot
CONSIIUCHION wvvvvvvrvirvsiversceesesenssirreressensesssesessssenssssanseressssesesssssssssansssesess
Agricultural s
COMSUITIE ...ttt iereseaes st tes et ebe st s et seaess ket s eae s tae s ans s ar s anabssatasans

Lease fINanCing .......covoeiivmeemceniiecniiensien st siss s

Other

Less:

Unearned income and net unamortized deferred fees and costs .....couuvevnn.

L0ans and 1ea5es, NMET. oo iviiieereecereeeeree e ettt b e

Allowance for credit losses

Net loans and feases

Geographic Location and Types of Loans. Loans were to borrowers located
in the following market areas as of December 31:

2003 2002

North Dakota......ccoo.ccoiremireirivinnnn 31% 32%
ATIZONA coovcees e 29 26
Minnesota ...... 28 30
South Dakota 8 7
OMher v 4 5

Totals oo 100% 100%

Commercial loan borrowers are generally small- and mid-sized corporations,
partnerships and sole proprietors in a wide variety of businesses. Loans to
consumers are both secured and unsecured. Real estate loans are fixed or
variable rate and include both amortizing and revolving line-of-credit loans.
Real estate mortgage loans include various types of loans for which the
Company holds real property as collateral. Of the $129.4 and $147.8
million of real estate mortgages as of December 31, 2003 and 2002,
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2003 2002
......................................................... § 73,001 § 94,075
......................................................... 129,443 147,825
......................................................... 60,056 62,926
......................................................... 12,529 18,023
......................................................... 6,188 7,948
......................................................... 2,757 5,554
......................................................... 89 309
........................................................ 284,063 336,660
......................................................... (508) (866)
......................................................... 283,555 335,794

(4,763) (5,006)
§ 218,792 $ 330,788

respectively, many are loans made to commercial customers where the
collateral for the loan s, among other things, the real estate occupied by the
business of the customer. Accordingly, certain Joans categorized as real estate
mortgage loans could be characterized as commercial loans thar are secured
by real estate. Single- and multi-family residential mortgage loans totaling
$8.3 and $10.1 million at December 31, 2003 and 2002, respectively, were
pledged as collateral for FHLB borrowings. Commercial loans totaling $43.4
and $38.5 million at December 31, 2003 and 2002, respectively, were
pledged as collateral for borrowings, including FHLB borrowings.

Concentrations of Credit. The Company’s credit policies emphasize
diversification of risk among industries, geographic areas and borrowers.
The only concentrations of loans exceeding 10 percent of total loans at
December 31, 2003 were real estate loans, such as loans to non-residential
and aparement building operators and lessors of real property ($62.7 million),
loans related to hotels and other lodging places (842.2 million) and
construction loans ($34.9 million). Loans within these categories are
diversified across different types of borrowers, geographically dispersed, and
secured by many different types of real estate and other collateral.
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Impaired Loans. As of December 31, the Company’s recorded investment in impaired loans and the related valuation allowance was as follows (in thousands):

2003 2002
Recorded Valuation Recorded Valuation
Investment Allowance Investment Allowance
Impaired loans - ’
Valuation allowance required cc..ooecccnrrrecreccnriecmcnnnnicncinernens $ 10,996 $ 2,245 $ 13,412 $ 2,210
No valuation allowance required .......ccovvomrorvrinsivcerrionricrrnnins — - ‘ 10 -
Total impaired loans $ 10,996 $ 2,245 $ 13,422 $ 2,210

Impaired loans generally include loans on which management believes, based on current information and events, it is probable that the Company will
not be able to collect all amounts (i.e., contractual principal and interest) due in accordance with the terms of the loan agreement and which are
analyzed for a specific reserve allowance. The Company generally considers all loans risk-graded substandard and doubtful, as well as nonaccrual and
restructured loans, as impaired loans.

The valuation allowance on impaired loans is included in the Company’s allowance for credit losses.
Interest payments received on impaired loans are recorded as interest income unless collection of the remaining recorded investment is doubtful, at

which time payments received are recorded as reductions of principal. The average recorded investment in impaired loans, and approximate interest
income recognized for such loans, were as follows for the years ended December 31 (amounts in thousands):

°

2003 2002 2001
Average recorded investment in impaired 10a0S .....ocoorviomnricorrimmnccrieser s $ 13,415 $ 13,135 $ 9,101
Interest income recognized on impaired 10ans .....cccccovierivcmciniicienconconnoceeien: $ 758 $ 658 $ 761
Average recorded investment in impaired loans as a percentage of average total loans ..... 4.4% 4.0% 2.9%

Past Due, Nonaccrual and Restructured Loans. As of December 31, 2003 and 2002, the Company had $38,000 and $5.1 million, respectively, of
loans past due 90 days or more and still accruing interest. As of December 31, 2003 and 2002, the Company had $7.9 and $2.5 million, respectively,
of nonaccrual loans and no restructured loans (included as impaired loans above). The following table indicates the effect on income if interest on such
loans outstanding at yearend had been recognized at original contractual rates during the year ended December 31 (in thousands):

2003 2002 2001
Interest income that would have been recorded .....coovviivieiriiiiiiiiceerecs e $ 121 $ 237 $ 87
Interest income recorded 56 1 3
Effect on interest income $ 65 $ 236 $ 84

As of December 31, 2003 the Company had no commitments to lend additional funds to borrowers with loans whose terms had been modified in
troubled debt restructurings.

Loans to Related Parties. Note 22 to these consolidated financial statements includes information relating to loans to executive officers, directors,
principal shareholders and associates of such persons.
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NAOTES TO CONSDOLIDATED FINANCIAL STATEMENTS

Leases. The Company extends credit to borrowers under direct finance
lease obligations. The direct finance lease obligations are stated at their
outstanding principal amount net of unearned income and net unamortized
deferred fees and costs. At December 31, 2003 the total minimum annual
lease payments for direct finance lease obligations with remaining terms of
greater than one year were as follows {in thousands):

2004 ettt $ 608
2003 1t 478
2000 1o e 354
2007 e b e 166
2008 et s —
ThEreafter ....ccvveviericnnicicee et —
Total future minimum lease payments ... 1,606
Unguaranteed residual values .......c..ccocvcvnerinenecionnnenns 525
Total all payments ....coecrvervinrieniconcierccncnienconnns 2,131
Unearned INCOME ....ovvuervnceriierinernrnmmieeenns s onecessns (248)
Net outstanding principal amount ..........ccouccrnecncennces $ 1,883

The Company also extends financing to lease companies, securing the loan
with an assignment of lease payments and a security filing against the
underlying asset of the lease. These loans are classified above as lease
financing but are not direct finance lease obligations.

7. Allowance for Credit Losses:

Transactions in the allowance for credit losses were as follows for the years ended December 31 (in thousands):

2003 2002 2001
Balance, beginning of YEar ... $ 5,006 4,325 $ 3,588
PrOVISION f0r CLEAIT LOSSES ..o vvereir it eer e te et eere e eer et e eae s aseens e ereesenseeereaenn 1,475 1,202 1,699
Loans charged off ... (1,820) (657) (1,265)
LL0ANS TECOVEIEU ..vorirrceninitirers et cer e ettt et 102 136 303
Balance, end 0f YEar ..ot $ 4,763 5,006 $ 4,325
8. Premises and Equipment
Premises and equipment consisted of the following at December 31 (in thousands):
2003 2002
Land and IMPrOVEMENES ........cvouicermicemmceemccoriernesseneasiemseeesscesmsiessssss st cesssessss st sesss s s s cecr s ennsensssennns 3,142 $ 1,857
Buildings and IMPIOVEMENTS ....c..vvericeririiirirct i sereoscas s e esoess sttt 11,873 6,002
Leasehold IMPIOVEMENTS .....occ.oriirirerieiir et it bttt et 1,796 1,418
Furniture, fixtures and eQUIPIMENT ...c...cvuuivrriumcernininiieresisreass sttt esses st ess s ssens e 9,638 8,873
TOTAL COSE 1vvotierirericnre st et b st 26,449 18,150
Less accumulated depreciation and amOItZAtON .....cvcicirrinee e e ence st (7,879) {7,050)
Net premises, leaschold improvements and eqUIPMENT .....ccc.vvirmrueiiiiccinenet et 18,570 $ 11,100

Depreciation and amortization expense on premises and equipment charged to continuing operations totaled approximately $1.5, $1.3 and $1.1

million for the years ended December 31, 2003, 2002 and 2001, respectively.
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9. Goodwill and Other Intangible Assets -
Adoption of SFAS 142

Goodwill, representing the excess of the purchase price over the fair value
of net assets acquired, results from purchase acquisitions made by the
Company. On January 1, 2002, the Company adopted SFAS 142. Under
SFAS 142, goodwill associated with business combinations completed after
June 30, 2001 is not required to be amortized. During the transition period
from July 1, 2001 through December 31, 2001, all of the Company’s
goodwill associated with business combinations completed prior to July 1,
2001 was amortized over 15 to 25 year periods. Effective January 1, 2002,
the Company discontinued all goodwill amortization.

Since January 1, 2002, goodwill has been assessed for impairment at the
reporting unit and qualifying subsidiary levels by applying a fair-value-
based test at least annually or if impairment indicators are present. The
Company has $437,000 of unamortized goodwill related to five separate
transactions completed prior to July 1, 2001 and $14.7 million of goodwill
related to transactions completed during 2002 and 2003. Pursuant to SFAS
142, the Company completed its annual goodwill impairment assessment

Reported income from continuing 0perations .............cococorinmivenrcenscniiinnn.

Add back: goodwill amortization, net of income taxes ...

Adjusted income from continuing operations ... veeceicemcrinrnesieiniiennnces

Reported income before nonoperating item and cumulative

effect of change in accounting principle .....oocoveerricnmrivenricceiennccnenenens
Add back: goodwill amortizarion, net of income axes ....o..covvcoorccrerirceriinnes

Adjusted income before nonoperating item and cumulative

effect of change in accounting principle ....cco.coovivicnrcnmcrveninnccncnnnne,

Reported net InCOME ......viiiciicnirien e

Add back: goodwill amortization, net of income taxes

Adjusted NEUINCOME w.euureemiinnr et et

Basic earnings per common share:

Reported Net INCOME ....ucvvireerrccrinn e erenerscesscenscem s seranes
Goodwill amortization, net of INCOME tAXES ..v.vvivvvvrirvvirerirererersoeenes
Adjusted NEt INCOME ..ot en e

Diluted earnings per common share:

Reported et INCOME ..oivieiriicrericnicnrinicnncinis et et seem e
Goodwill amortization, net of INCOME tAXES vvvvrvvriveirrnrerernrreesrieinsennns
Adjusted NETINCOME w.vvvicrriieiiminrrcicener et e ssr e

during the second quarter of 2003 and concluded that goodwill was not
impaired as of June 30, 2003. No subsequent events have occurred that
would change the conclusion reached.

Core deposit intangibles are amortized based on a useful life of 10 years.
Insurance books of business intangibles are being amortized over their
estimated lives of 12.5 years for commercial lines and 9.8 years for personal
lines for the books of business acquired in the Milne Scali acquisition and
10 years for the books of business acquired in the IASW acquisition. Certain
identifiable intangible assets that are also included in the caption “other
intangible assets” in the consolidated balance sheets are generally amortized
over a useful life of 10 years.

Adjusted Earnings — SFAS 142 Transitional Disclosure, Eftective January
1, 2002, the Company discontinued all goodwill amortization. The
following tables reconcile income from continuing operations, income
before nonoperating item and cumulative effect of change in accounting
principle, net income and EPS, adjusted to exclude amortization expense
recognized in those periods related to goodwill for the years ended December
31 {amounts are in thousands):

2003 2002 2001

..................... $ 3,844 $ 2,025 $ 1,695

— — 51
..................... $ 3,844 $ 2,025 $ 1,746
..................... $ 3,844 $ 2,039 $ 1,492
..................... — — 51
..................... $ 3,844 $ 2,039 $ 1,543
..................... $ 3,844 $ 2,039 $ 1,245

— — 51
..................... $ 3,844 $ 2,039 $ 1,296
..................... $ 1.38 $ 0.75 $ 0.52
..................... — — 0.02
..................... $ 1.38 $ 0.75 $ 0.54
..................... $ 1.35 $ 0.75 $ 0.51
..................... — — 0.02
..................... $ 1.35 $ 0.75 $ 0.53

Intangible Assets. The gross carrying amount of intangible assets and the associated accumulated amortization ac December 31, 2003 is presented in che

table below (in thousands):

Intangible assets:

Core deposit intangibles .......ccoovccocceuennns
Insurance books of business intangibles .
Other e

Gross Net
Carrying Accumulated Carrying
Amount Amortization Amount
$ 3,497 $ 2,934 $ 563
8,579 1,137 7,442
874 506 368
..................... $ 12,950 $ 4,577 $ 8,373

One intangible asset included in the “other” category above has a net carrying value of $271,000 but is not being amortized because it has an indefinite life.
Amortization expense for intangible assets was $1.1 million, $881,000 and $482,000 for the years ended December 31, 2003, 2002 and 2001, respectively.
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NDOTES TO CONSQOLIDATED FINANCIAL STATEMENTS

The following table shows the estimated amortization expense, for the next five years, for amortized intangible assets existing on the Company’s books
at December 31, 2003 (in thousands). Projections of amortization expense are based on existing asset balances as of December 31, 2003. Actual

amortization expense may differ significantly depending upon changes in market conditions:

Insurance
Commercial
and Personal
Core Boaoks of
Deposit Business
Intangibles Intangibles Other Total
Year ended December 31,
2004 350 722 48 1,120
2005 213 722 48 983
2006 . — 722 — 722
2007 — 722 — 722
2008 — 722 — 722

Goodwill. The following table shows the change in goodwill, by reporting segment, between January 1, 2003 and December 31, 2003 (in thousands):

Balance, January 1, 2003 ..ot $
Goodwill attributable to purchase acquisition ..
Goodwill attributable to earnout payment......cccc.coevvcceiinniieniiinneces

OTREr ittt et

Balance, December 31, 2003 ...oovioneeeeeeereeereonecenseetseeeseersenene $

Segment
Banking Insurance Other Toral
212 $ 11,821 $ 177 $ 12,210
- 663 — 663
— 2,315 - 2,315
— (99) — (99)
212 $ 14,700 $ 177 $ 15,089

10. Deposits:

The scheduled maturities of time deposits as of December 31, 2003 are
as follows (in thousands):

2004 oottt $ 101,567
2005 1ot bbb s e e 23,553
2000 ottt 6,007
2007 1o e e 2,739
2008 i e et e 1,200
Thereafter ..o 626

$ 135,692

At December 31, 2003 and 2002, the Bank had $12.9 and $27.3 million,
respectively, of time deposits that had been acquired in the national
market and $18.6 and $31.4 million, respectively, of time deposits that
had been acquired through a broker.
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At December 31, 2003 collateralized mortgage obligations and state and
municipal bonds with an amortized cost of approximately $18.8 million
were pledged as collateral for certain deposits and $7.9 million of bank
depository guaranty bonds from a bankers surety company were pledged
as additional collateral on Bank deposits.

Deposits Received from Related Parties. Note 22 to these consolidated
financial statements includes information relating to deposits received
from executive officers, directors, principal shareholders and associates
of such persons.
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11. Short-Term Borrowings:

The following table sets forth selected information for short-term borrowings (borrowings with an original maturicy of less than one year) as of December

31 {in thousands):

Federal funds purchased and U. §. Treasury tax and loan note option accounts (1) c..evcerrveerivcncinnnisceecrnines $

Repurchase agreements with customers, renewable daily, interest payable monthly,

rates at 1.50%, secured by government agency collateralized mortgage obligations (1) ...,

2003 2002
17,114 $ 15,000
14,269 13,120

$ 31,383 $ 28,120

(1) The weighted average interest rate on short-term borrowings outstanding as of December 31, 2003 and 2002 was 1.41% and 1.48%, respectively.

Customer repurchase agreements are used by the Bank to acquire funds
from customers where the customers are required or desire to have their
funds supported by collareral consisting of government, government agency
or other types of securities. The repurchase agreement is a promise to sell
these securities to a customer at a certain price and repurchase them at a
future date at that same price plus interest accrued at an agreed upon rate.
The Bank uses customer repurchase agreements in its liquidity plan as
well as an accommodation to customers. At Decemnber 31, 2003, $14.3
million of securities sold under repurchase agreements, with a weighted

12, Federal Home Loan Bank Advances:

average interest rate of 1.75%, maturing in 2004, were collateralized by
government agency collateralized morrgage obligations having a carrying
value of $25.4 million, a market value of $25.4 million and unamortized
principal balances of $25.4 million.

The Company had established two additional revolving lines of credic with
banks, totaling $16.5 million. At December 31, 2003, the Company had
drawn $2.5 million on one of these lines leaving $14.0 million available
under these revolving lines of credit. The lines, if drawn upon, mature
daily with interest rates that floar at the Federal funds rate.

FHLB advances consisted of the following at December 31 (amounts are in thousands):

2003 2002
Weighted Weighted
Average Average
Amount Rate Amount Rate
Year of Maturity

2003 e e e e $ — — $ 15,000 4.56%
2004 oot et 15,000 4.77% 15,000 4.77
2005 ettt et 15,000 2.30 5,000 3.84
2006 wvieiiriinreien e s 20,000 2.06 -
2000 i 10,000 5.64 10,000 5.64
2010 it et b s 52,200 6.09 52,200 6.09
$ 112,200 4.65% 3 97,200 5.49%

Some of the advances listed abave have call provisions that allow the FHLB
to request that the advance be paid back or refinanced at the rates then
being offered by the FHLB. As of December 31, 2003, the Company had
$62.2 million of callable FHLB advances all callable quarterly during the
first quarter of 2004.

At December 31, 2003, the advances from the FHLB were collateralized
by the Bank's mortgage loans with unamortized principal balances of

approximately $53.9 million resulting in a FHLB collateral equivalenc of
$32.9 million. In addition, the advances from the FHLB were collateralized
by securities with unamortized principal balances of approximately $176.7
million. The Bank has the ability to draw additional advances of $83.1
million based upon the mortgage loans and securities that are currently
pledged, subject to a requirement to purchase additional FHLB stock.
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13. Long Term Borrowings:

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The following table sets forth selected information for long-term borrowings (borrowings with an original maturity of greater than one year) as of

December 31 (in thousands):

2003 2002
Note payable to the Bank of North Dakota, principal due April 1, 2004, interest payable
quarterly at 30-day LIBOR plus 3.20%, secured by the stock of BNC National Bank .....coo..coocviccernvvmriannnnnnns $ 8,500 $ 8,500
OIBET ottt et et b e R8RSRt 140 61
$ 8,640 $ 8,561

The $8.5 million loan from the Bank of North Dakota includes various
covenants that are primarily operational rather than financial in nature. As
of December 31, 2003, the Company was in compliance with these covenants.

At December 31, 2000, BNCCORP had outstanding $12.6 million of
subordinated notes. The 8 5/8 percent Subordinated Notes {the “Notes”),
which qualified as Tier 2 capital up to a certain limit under the Federal
Reserve Board’s risk-based capital guidelines (60 percent at December 31,
2000), were considered unsecured general obligations of BNCCORP They
were redeemable, at the option of BNCCORB, at par plus accrued interest
to the date of redemption. Payment of principal of the Notes could be
accelerated only in the case of certain events relating to bankruprcy,
insolvency or reorganization of BNCCORP: An initial discount of $750,000
was being amortized to interest expense over the term of che Notes using
the effective interest rate method.

During 2001, BNCCORP purchased and retired $82,000 of the Notes at
a discount using cash generated from the sale of its asset-based lending
subsidiary, BNC Financial Corporation, Inc. On August 31, 2001, the
Company redeemed the remaining $12.6 million of the Notes at par
through exercise of the option of BNCCORP discussed above. The
remaining $12.6 million of the Notes were redeemed using a portion of
the cash generated from issuing subordinated debentures through the
establishment of BNC Statutory Trust I1 {see Note 14 to these consolidated
financial statements). The transactions and redemption of the Notes resulted
in a nonoperating loss of $134,000 (80.06 per dituted share}, net of income
taxes of ($70,000).

14. Guaranteed Preferred Beneficial Interests in Company’s
Subordinated Debentures:

In July 2001, BNCCORP established a special purpose trust, BNC
Statutory Trust II, for the purpose of issuing $15.0 million of floating rate
trust preferred securities. The floating rate trust preferred securities were
issued at an initial rate of 7.29 percent and adjust quarterly to a rate equal
to three-month LIBOR plus 3.58 percent. The interest rate at December
31, 2003 was 4.74 percent. Prior to July 31, 2011, the rate shall not exceed
12.5 percent. The proceeds from the issuance, together with the proceeds
of the related issuance of $464,000 of common securities of the trust, were
invested in $15.5 million of junior subordinated deferrable interest
debentures of BNCCORP The floating rate junior subordinated deferrable
interest debentures were issued at an initial rate of 7.29 percent and adjust
quarterly 1o a rate equal to three-month LIBOR plus 3.58 percent. The
interest rate at December 31, 2003 was 4.74 percent. Prior to July 31,
2011, the rate shall not exceed 12.5 percent. Concurrent with the issuance
of the preferred securities by the trust, BNCCORP fully and
unconditionally guaranteed all obligations of the special purpose trust
related to the trust preferred securities. The trust preferred securities provide
BNCCORP with a more cost-effective means of obtaining Tier 1 capiral
for regulatory purposes than if BNCCORP itself were to issue preferred
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stock because BNCCORP is allowed to deduct, for income tax purposes,
amounts paid in respect of the debentures and ultimately distributed to the
holders of the trust preferred securities. The sole assets of the special purpose
trust are the debentures. BNCCORP owns all of the common securities of
the trust. The common securities and debentures, along with the related
income effects, are eliminated within the consolidated financial statements.
The preferred securities issued by the trust rank senior to the common
securities, For presentation in the consolidated balance sheer, the securiries
are shown net of discount and direct issuance costs.

The trust preferred securities are subject to mandatory redemption on July
31, 2031, the stated marurity date of the debentures, or upon repayment
of the debentures, or earlier, pursuant to the terms of the trust agreement.
On or after July 31, 2006, the trust preferred securities may be redeemed
and the corresponding debentures may be prepaid at the option of
BNCCORP, subject to Federal Reserve Board approval, at declining
redemption prices. Prior to July 31, 2006, the securities may be redeemed
at the option of BNCCORP on the occurrence of certain events that result
in a negative tax impact, negative regulatory impact on the trust preferred
securities or negative legal or regulatory impact on the special purpose trust
which would cause it to be deemed to be an “investment company” for
regulatory purposes. In addition, BNCCORP has the right to defer payment
of interest on the debentures and, therefore, distributions on the trust
preferred securities for up to five years.

In July 2000, BNCCORP established a special purpose trust, BNC Capital
Trust 1, for the purpose of issuing $7.5 million of 12.045 percent trust
preferred securities. The proceeds from the issuance, together with the
proceeds of the related issuance of $232,000 of 12.045 percent common
securities of the trust, were invested in $7.7 million of 12.045 percent junior
subordinated deferrable interest debentures of BNCCORP. Concurrent with
the issuance of the preferred securities by the trust, BNCCORP fully and
unconditionally guaranteed all obligations of the special purpose trust related
to the trust preferred securities. The trust preferred securities provide
BNCCORP with a mote cost-effective means of obtaining Tier 1 capital
for regulatory purposes than if BNCCORP itself were to issue preferred
stock because BNCCORP is allowed to deduct, for income tax purposes,
amounts paid in respect of the debentures and ultimately distributed to the
holders of the trust preferred securities. The sole assets of the special purpose
trust are the debentures. BNCCORP owns all of the common securities of
the trust. The common securities and debentures, along with the related
income effects, are eliminated within the consolidated financial statements.
The preferred securities issued by the trust rank senior to the common
securities. For presentation in the consolidated balance sheet, the securities
are shown net of discount and direct issuance costs.

The trust preferred securities are subject to mandatory redemption on July
19, 2030, the stated maturity date of the debentures, or upon repayment
of the debentures, or eatlier, pursuant to the terms of the trust agreement.
On or after July 19, 2010, the trust preferred securities may be redeemed
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and the corresponding debentures may be prepaid at the option of
BNCCORP, subject to Federal Reserve Board approval, at declining
redemption prices. Prior to July 19, 2010, the securities may be redeemed
at the option of BNCCORP on the occurrence of certain events that result
in a negative tax impact, negative regulatory impact on the trust preferred
securities or negative legal or regulatory impact on the special purpose
trust which would cause it to be deemed to be an “investment company”
for regulatory purposes. In addition, BNCCORP has the right to defer
payment of interest on the debentures and, therefore, distributions on the
trust preferred securities for up to five years.

Pursuant to SFAS 150 and FIN 46, the subordinated debentures are now
presented as debt in the consolidated financial statements. Previously they
were presented between the liabilities and equity sections of the balance
sheets. Prior periods have been reclassified to reflect the adoption of these
accounting pronouncements. The subordinated debentures qualify as Tier
1 capital for regulatory capital purposes, up to a certain allowed amount.
Any excess over the amount allowed in Tier 1 capital can be included in
Tier 2 capital, up to certain allowed amounts. {(See Note 18 for further
discussion of the impact of the subordinated debentures on the Company’s
consolidated regulatory capital calculations).

15, Stockholders’ Equity:

BNCCORP and the Bank are subject to cerrain minimum capital
requirements (see Note 18 to these consolidated financial statements).
BNCCORP is also subject to certain restrictions on the amount of dividends
it may declare without prior regulatory approval in accordance with the
Federal Reserve Act. In addition, certain regulatory restrictions exist
regarding the ability of the Bank to transfer funds to BNCCORP in the
form of cash dividends. Approval of the Office of the Comptroller of the
Currency (“OCC”), the Banks principal regulator, is required for the Bank
to pay dividends to BNCCORP in excess of the Bank’s net profits from the
current year plus retained net profits for the preceding two years. At
December 31, 2003 approximately $12.3 million of retained earnings were
available for bank dividend declaration without prior regulatory approval,

Pursuant to an Asset Purchase and Sale Agreement executed on December
1, 2003, on January 5, 2004, BNCCORP issued 2,888 shares of its
common stock to Lynk in connection with the Bank’s acquisition of certain
assets of Lynk. Note 2 to these consolidated financial statements includes
additional information related to the acquisition of the assets.

Pursuant to an Asset Purchase and Sale Agreement, on December 31, 2003,
BNCCORP issued 12,701 shares of its common stock to IASW in
connection with Milne Scali’s acquisition of certain assets of IASW. Note
2 to these consolidated financial statements includes additional information
related to the acquisition of the assets.

Pursuant to a Stock Purchase Agreement (the “Agreement”), in April 2002,
BNCCORP issued 297,759 shares of its common stock to Richard W.
Milne, Jr., Terrence M. Scali, and the other sellers named in the Agreement
in connection with the Company’s acquisition of Milne Scali. Note 2 to
these consolidated financial statements includes additional information
related to the acquisition of Milne Scali.

On May 3, 2002, BNCCORP issued 150 shares of its noncumulative
preferred stock ro Richard W. Milne, Jr. and Terrence M. Scali for cash.
Fach share has a preferential noncumulative dividend at an annual rate of
8.00 percent and a preferred liquidation value of $10,000 per share. The
noncurnulative preferred stock is not redeemable by BNCCORP and carries
no conversion rights. The proceeds of the issuance were used for general
corporate purposes.

On May 30, 2001, BNCCORP’s Board of Directors (the “Board”) adopted
a rights plan intended to protect stockholder interests in the event
BNCCORP becomes the subject of a takeover initiative that BNCCORP’s
Board believes could deny BNCCORP’s stockholders the full value of their
investment. This plan does not prohibit the Board from considering any
offer that it deems advantageous to its stockholders. BNCCORP has no

knowledge that anyone is considering a takeover.

The rights were issued to each common stockholder of record on May 30,
2001, and they will be exercisable only if a person acquires, or announces a
tender offer that would result in ownership of, 15 percent or more of
BNCCORP’s outstanding common stock. The rights will expire on May
30, 2011, unless redeemed or exchanged at an earlier date.

Each right entitles the registered holder to purchase from BNCCORP one
one-hundredth of a share of Series A Participating Cumulative Preferred
Stock, $.01 par value (the “Preferred Stock”), of BNCCORP at a price of
$100 per one one-hundredth of a share, subject to adjustment. Each share
of Preferred Stock will be entitled to 2 minimum preferential quarterly
dividend payment of $1.00 but will be entitled to an aggregate dividend of
100 times the dividend declared per share of common stock. In the event
of liquidation, the holders of the Preferred Stock will be entitled to a
minimum preferential liquidation payment of $0.01 per share but will be
entitled to an aggregate payment of 100 times the payment made per share
of common stock. Each share of Preferred Stock will have 100 votes, voting
together with the common stock. Finally, in the event of any merger,
consolidation or other transaction in which common stock is exchanged,
each share of Preferred Stock will be entitled to receive 100 times the amount
received per share of common stock. Because of the nature of the Preferred
Stock’s dividend, liquidation and voting rights, the value of the one one-
hundredth of a share of Preferred Stock purchasable upon exercise of each
right should approximate the value of one share of common stock.

16. Segment Disclosures:

The Company segments its operations into three separate business
activities, based on the nature of the products and services for each segment:
banking operations, insurance operations and brokerage, trust and financial
services operations.

Banking operations provide traditional banking services to individuals
and small- and mid-sized businesses, such as accepting deposits, consumer
and mortgage banking activities and making commercial loans. The
mortgage and commercial banking activities include the origination and
purchase of loans as well as the sale to and servicing of commercial loans
for other institutions.

Insurance operations provide a full range of insurance brokerage services
including commercial insurance, surety bonds, employee benefits-related
insurance, personal insurance and claims management.

Brokerage, trust and financial services operations provide securities
brokerage, trust and other financial services to individuals and businesses.
Brokerage investment options include individual equities, fixed income
investments and mutual funds. Trust and financial services operations
provide a wide array of trust and other financial services including employee
benefit and personal trust administration services, financial, tax, business
and estate planning, estate administration, agency accounts, employee
benefit plan design and administration, individual retirement accounts
(“IRAs”), including custodial self-directed IRAs, asset management, tax
preparation, accounting and payroll services.
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The accounting policies of the three segments are the same as those described
in the summary of significant accounting policies included in Note 1 to

these consolidated financial statements.

The Company’s financial information for each segment is derived from the
internal profitability reporting system used by management to monitor

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

and manage the financial performance of the Company. The operating
segments have been determined by how executive management has
organized the Company’s business for making operating decisions and

assessing performance.

The following tables present segment profit or loss, assets and a reconciliation of segment information as of, and for the years ended December 31 (in thousands):

2003 2003
Brokerage/
Trust/ Reportable Intersegment  Consolidated
Banking Insurance Financial Orcher (a) Totals Segments Other (a) Elimination Toral

INet Interest iNCOME ...ormvvervviivorirrisiisins $ 15378 § 69 § — § (2,121) § 13,326 § 15447 $(2,121) % 52§ 13,378
Other revenue-external customers ............. 6,189 14,712 1,457 118 22,476 22,358 118 (1,664} 20,812
Other revenue-from other segments ......... 124 - 64 651 839 188 651 (839) —
Depreciation and amortization ........c.c...... 1,629 865 12 15 2,521 2,506 15 — 2,521
Equity in the net income of investees ....... 2,208 — — 5,325 7,533 2,208 5,325 (7.533) —
Other significant noncash items:

Provision for credit losses.............. e 1,475 - - — 1,475 1,475 — — 1,475
Segment profit (loss) from

continuing operations ..... 3,787 3,709 372 (2,443) 5,425 7,868 (2,443) — 5,425
Income tax provision (benefit) . 960 1,438 144 (961) 1,581 2,542 (961) — 1,581
Segment profic (loss) 2,827 2,271 228 (1,482) 3,844 5,326 (1,482) — 3,844
SEZIMENT ASSELS ..vvvvervriieiinniiririresmeisniinee 616,998 30,063 1,180 71,225 719,466 648,241 71,225 (97,989) 621,477
(a) The financial information in the “other” column is for the bank holding company.

2002 2002
Brokerage/
Trust/ Reportable Intersegment  Consolidated
Banking Insurance Financial Other (a) Totals Segments Other (a) Elimination Total

Net Interest INCOME ..vvvivivivercriroreverecennees $ 15089 $ 41§ — $(3931) § 11,199 § 15130 $(3,931) § 1,883 § 13,082
Other revenue-external customers ............. 6,272 9,191 1,934 115 17,512 17,397 115 (1,216) 16,296
Other revenue-from other segments ......... 99 — 55 648 802 154 648 (802) —
Depreciation and amortization ................. 1,518 633 33 17 2,201 2,184 17 — 2,201
Equity in the net income of investees ........ 639 - - 3,620 4,259 639 3,620 (4,259) —
Other significant noncash items:

Provision for credit losses ........c..ccovuen.. 1,202 — — — 1,202 1,202 — — 1,202
Segment profit (loss) from

CONUNUING OPEIAtIONS ....veccrererrereiernes 4,502 1,461 (677) (2,439) 2,847 5,286 (2,439) — 2,847
Income tax provision (benefit) ........cc....... 1,505 430 (255) (858) 822 1,680 (858) — 822
Income from discontinued Fargo branch,

net of INCOME TaXES cvvvrivvecrirrrrecioennae 49 - — - 49 49 — — 49
Loss on sale of discontinued Fargo branch,

net of INCOME TAXES .vorvvvvervvrrsiersennens (35) - - — (35) (35) — — (35)
Segment profit (loss) 3,011 1,031 (422) (1,581) 2,039 3,620 (1,581) — 2,039
Segment assets 599,415 26,364 1,307 66,931 694,017 627,086 66,931  {91,789) 602,228

(a) The financial information in the “other” column is for the bank holding company.
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2001 2001
Brokerage/
Trust/ Reportable Intersegment  Consolidated
Banking Insurance Financial Other (a) Totals Segments Other (a) Elimination Total

Net interest iNCOME ....vcvocrcrocrincrnerorers $ 15380 § 18 3 — $ (3.262) § 12,136 §$ 15398 $ (3,262) $ 1,417 § 13,533
Other revenue-external customers ............. 5,204 1,952 2,176 70 9,402 9,332 70 (688) 8,714
Other revenue-from other segments .......... 62 — 69 703 834 131 703 (834) —
Depreciation and amortization .........cc....... 1,368 96 84 57 1,605 1,548 57 — 1,605
Equity in the net income (loss)

of investees (384) — — 2,820 2,436 (384) 2,820 (2,436) —
Other significant noncash items:

Provision for credit |08ses ..ccouuevvrrvnnnce. 1,699 — — — 1,699 1,699 — — 1,699
Segment profic (loss) from

continuing operations 5,032 140 (655) (2,131) 2,386 4,517 (2,131) — 2,386
Income tax provision (benefit) 1,757 (9) (367) (690} 691 1,381 (690) — 691
Loss from discontinued Fargo branch,

net of INCOME [aXes ..vrrervceneenrnninnens (203) — — — (203) (203) — — (203)
Nonoperating item — loss

on early extinguishment of debt,

net of income taxes — — — (134) (134) — (134) — (134)
Cumulative effect of change

in accounting principle,

net of INCOME LAXES .vvvvverererererereieeranne (113) — — — (113) (113) — — (113)
Segment profit (10ss) ...vceerenrecrnvcreeeccccreenne 2,959 149 (288) (1,575) 1,245 2,820 (1,575) — 1,245
Segment assets, from

coNtinuing OPerations ........cccverereccee 558,175 2,026 1,976 52,475 614,652 562,177 52,475  {58,685) 555,867
SEZMENT @SSELS .evvvvrveerieeririar i eieeieeeen 587,265 2,026 1,976 52,475 643,742 591,267 52,475 (58,685) 585,057

(a) The financial information in the “other” column is for the bank holding company.

17. Derivatives:

On January 1, 2001, the Company had an interest rate floor contract that
qualified as a cash flow hedge of interest rate risk associated with floating
rate commercial loans. As a result of the adoption of SFAS 133, the
Company recognized this derivative instrument at its fair value and recorded
a charge to earnings of $113,000, net of taxes, for the derivative instrument’s
loss excluded from the assessment of hedge effectiveness. This amount is
presented as the cumulative effect of a change in accounting principle for
the year ended December 31, 2001. During 2001, the Company recognized
in interest income $256,000 for the derivative instrument’s gain and a loss
of $(109,000) was reclassified into interest income as a resulc of the
discontinuance of its cash flow hedge.

During May and June 2001, the Company purchased, for $1.2 million,
interest rate cap contracts with notional amounts totaling $40.0 million
to mitigate interest rate risk in rising-rate scenarios. The referenced interest
rate is three-month LIBOR with $20.0 million of 4.50 percent contracts
having three-year original maturities and $20.0 million of 5.50 percent
contracts having five-year original maturities. The contracts, classified as
other assets, are reflected in the Company’s December 31, 2003
consolidated balance sheet at their then combined fair value of $56,000.
The contracts are not being accounted for as hedges under SFAS 133. Asa
result, the impact of marking the contracts to fair value has been, and will
continue to be, included in net interest income. During the years ended
December 31, 2003, 2002 and 2001, the impact of marking the contracts
to market (reflected as an increase in interest expense) was $80,000,

$779,000 and $331,000, respectively.

18. Regulatory Capital:

BNCCORP and the Bank are subject to various regulatory capital
requirements administered by the Federal banking agencies. Failure to meet
minimum capical requirements can initiate certain mandatory - and possibly
additional discretionary - actions by regulators that, if undertaken, could
have a direct material effect on the Company’s financial results. Under
capital adequacy guidelines and the regulatory framework for prompt
corrective action, BNCCORP and the Bank must meet specific capital
guidelines that involve quantitative measures of their assets, liabilities and
certain off-balance-sheet items as calculated under regulatory accounting
practices. Capital amounts and classifications of BNCCORP and the Bank
are also subject to qualitative judgments by the regulators about
components, risk weightings and other factors.

Quantitative measures established by the regulations to ensure capital
adequacy require BNCCORP and the Bank to maintain minimum amounts
and ratios (set forth in the tables that follow) of total and Tier 1 capital (as
defined in the regulations) to risk-weighted assets (as defined), and of Tier
1 capital (as defined) to average assets (as defined). Management believes
that, as of December 31, 2003, BNCCORP and the Bank met all capital

adequacy requirements to which they are subject.

Under current regulatory capital regulations, BNCCORP’s subordinated
debentures qualify as Tier 1 capital for purposes of the consolidated capital
calculations up to 25 percent of Tier 1 capital prior to the deduction of
intangible assets. The remainder of the subordinated debentures qualify as
Tier 2 capital provided that the total of Tier 2 capital does not exceed Tier
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1 capital. As of December 31, 2003, $13.1 million of the subordinated
debentures qualified as Tier 1 capital with the remaining $9.3 million
qualifying as Tier 2 capital. As of December 31, 2002, $11.7 million of
the subordinated debentures qualified as Tier 1 capital with the remaining
$10.6 million qualifying as Tier 2 capital. These amounts are reflected in
the consolidated capital amounts presented in the table below.

As of December 31, 2003, the most recent notifications from the OCC
categorized the Bank as well capitalized under the regulatory framework

NDOTES TO CONSOLIDATED FINANCIAL STATEMENTS

for prompt corrective action. To be categorized as well capitalized, the
Bank must maintain minimum total risk-based, Tier 1 risk-based and Tier
1 leverage ratios as set forth in the table that follows. There are no conditions
or events since that notification that management believes have changed
the institution’s category.

Actual capital amounts and ratios of BNCCORP and the Bank as of

December 31 are also presented in the tables (amounts are in thousands):

To Be Well Capitalized

Under Prompt Corrective

For Capital Adequacy

Actual urposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
2003
Total Capital (to risk-weighted assets):
Consolidated.......occvvcrinrinrconinrconieecies § 42,905 1063 % § 32,296 28.0 % N/A N/A
BNC National Bank ......cooeovvmreieionnirvcriveininnes 48,074 11.92 32,260 28.0 $ 40,325 210.0 %
Tier 1 Capital (to risk-weighted assets):
Consolidated.......ccconirmmnenronminicrinnriccnicnns 28,815 7.14 16,148 24.0 N/A N/A
BNC National Bank 43,311 10.74 16,130 24.0 24,195 26.0
Tier 1 Capital (to average assets):
Consolidated .....ccocrrccnrirniccorcenconenincernrinsies 28,815 4.90 23,545 24.0 N/A N/A
BNC National Bank ...cccvccmvcermiervionerernniniens 43,311 1.37 23,522 24.0 29,403 25.0
2002
Total Capital (to risk-weighted assers):
Consolidated.........ccoovumiierinrcririccncenns § 41,270 9.53 % $§ 34,641 28.0 % N/A N/A
BNC National Bank 45,142 10.45 34,562 28.0 $ 43,202 210.0 %
Tier 1 Capital (to risk-weighted assets):
Consolidated ......ccovvrviviriiniieerece e 25,613 5.92 17,321 24.0 N/A N/A
BNC National Bank ....c..cccoooveivionicnniconccins 40,137 9.29 17,281 24.0 25,921 26.0
Tier 1 Capital (to average assets):
Consolidated . ...o.covveevncriieernrnnssenesnasennas 25,613 4,46 22,948 >4.0 N/A N/A
BNC National Bank 40,137 7.00 22,923 24.0 28,654 25.0
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19. Fair Value of Financial Instruments:

The estimated fair values of the Company’s financial instruments are as follows as of December 31 (in thousands):

2003 2002
Carrying Fair Carrying Fair
Amount Value Amount Value
Assets:
Cash and due from banks .....oo.vovvrerreeireceiiee et $ 12,520 $ 12,520 $ 17,137 $ 17,137
Investment securities available for sale.....cccvviviveriiiicciniiinnnne 262,568 262,568 208,072 208,072
Federal Reserve Bank and Federal Home Loan Bank stock ......... 7,596 7,596 7,071 7,071
Loans and 1eases, NeT.....ccvvviivriveriersiesessssiiesecenseeerssssassinns 278,792 277,548 330,788 331,034
Accrued interest 1CeiVable .u.ivivviivirirrinrcisteiss et 2,462 2,462 2,856 2,856
Derivative financial INSTTUMENES ...ooucovvieveiieeerceiereveises s s 56 56 136 136
563,994 $ 562,750 566,060 $ 566,306
OTher aSSEL5 cuuiviviiuiiinierernieees e bt et r sttt 57,483 36,168
$ 621,477 § 602,228
Liabilities and Stockholders’ Equity:
Deposits, n0NINTEest-DEaring ..o veorrriommrconriirermeraneeroccmreces $ 44,725 $ 44,725 $ 44,362 $ 44,362
Deposits, Interest-bearing ........couovemconmrionicnninceicreinirnenenniens 351,217 352,771 353,883 356,736
Borrowings and advances ......c.oeveiicrsinniices e, 152,223 158,439 133,881 142,393
Accrued interest payable ..o, 1,183 1,183 1,608 1,608
Guaranteed preferred beneficial interests in
Company’s subordinated debentures .......cocvvnvierercnrisinniiiannn, 22,397 23,795 22,326 23,926
571,745 $ 580,913 556,060 $ 569,025
Other Habilities .....oouvviiiirerivericeseeiies v er v 9,546 8,445
Stockholders” equUILY .o 40,186 37,723
$ 621,477 $ 602,228
Financial instruments with off-balance-sheet risk:
Commitments to extend credit ....coiieieeeceniriireeinscenns $ 155 $ 351
Standby and commercial letters of credit 106 89
$ 261 $ 440

20. Financial Instruments With Off-Balance-Sheet Risk:

In the normal course of business, the Company is a party to various financial
instruments with off-balance-sheet risk, primarily to meet the needs of is
customers as well as to manage its incerest rate risk. These instruments,
which are issued by the Company for purposes other than trading, carry
varying degrees of credit, interest rate or liquidity risk in excess of the
amount reflected in the consolidated balance sheets.

Commitments to Extend Credit. Commitments to extend credit are
agreements to lend to a customer provided there is no violation of any
condition in the contract. Commitments to extend credit are legally binding
and generally have fixed expiration dates or other termination clauses and
may require payment of a fee. The contractual amount represents the
Company'’s exposute to credit loss in the event of default by the borrower;
however, at December 31, 2003, based on current information, no losses
were anticipated as a result of these commitments. The Company manages
this credic risk by using the same credit policies it applies to loans. Collateral
is obtained to secure commitments based on management’s credit
assessment of the borrower. The collateral may include markertable securities,
receivables, inventory, equipment and real estate. Since the Company

expects many of the commitments to expire without being drawn, total
commitment amounts do not necessarily represent the Company’s future
liquidity requirements related to such commitments.

Standby and Commercial Letters of Credit. Standby letters of credit are
conditional commitments issued by the Company to guarantee the
performance of a customer to a third party. Commercial letters of credit are
issued on behalf of customers to ensure payment or collection in connection
with trade transactions. In the event of a customer’s nonperformance, the
Company’s credit loss exposure is the same as in any extension of credit, up
to the letter’s contractual amount; however, at December 31, 2003, based
on current information, no losses were anticipated as 2 result of these
commitments. Management assesses the borrower’s credit to determine the
necessary collateral, which may include marketable securities, real estate,
accounts receivable and inventory. Since the conditions requiring the
Company to fund letters of credit may not occur, the Company expects its
liquidity requirements related to such letters of credit to be less than the
total outstanding commitments.
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The contractual amounts of these financial instruments were as follows as of December 31 (in thousands):

2003 2002
Fixed Rate Variable Rate Fixed Rate Variable Rare
Commitments to extend Credit ..vvviivireieerr et eerecerenens $ 6,547 $ 87,590 $ 11,322 $ 91,694
Standby and commercial letters of credit .c..iovvrnnrccrrieronrninrneis 833 9,726 188 8,730

Interest Rate Swaps, Caps and Floors. Interest rate swaps are contracts
to exchange fixed and floating rate interest payment obligations based on
a notional principal amount. The Company enters into swaps to hedge
its balance sheet against fluctuations in interest rates. Interest rate caps
and floors are used to protect the Company’s balance sheet from
unfavorable movements in interest rates while allowing benefit from
favorable movements. The credit risk related to interest rate contracts is
that counterparties may be unable to meet the contractual terms of the
agreements. This risk is estimated by calculating the present value of the
cost to replace outstanding contracts in a gain position at current market
rates, reported on a net basis by counterparties. The Company manages
the credit risk of its interest rate contracts through bilateral coilateral
agreements, credit approvals, limits and monitoring procedures.
Additionally, the Company reduces the assumed counterparty credit risk
through master netting agreements that permic the Company to settle
interest rate contracts with the same counterparty on a net basis.

The notional amounts of these financial instruments were as follows as of
December 31 (in thousands):

2003 2002

40,000 $ 40,000

Interest rate Caps ....oeeceerveerrrcenrnes $

21. Guarantees

As of December 31, 2003, the Company had entered into the following
guarantee arrangements:

Contingent Consideration in Business Combination. Pursuant to the
terms of the agreement related to the acquisition of Milne Scali in April
2002, additional consideration of up to $6.2 million may be payable to
the former shareholders of Milne Scali, subject to Milne Scali achieving
certain financial performance targets. In accordance with SFAS 141, there
is no current carrying amount associated with this guarantee. Additionally,
there are no recourse provisions associated with this guarantee that would
enable the Company to recover from third parties any of the amounts
paid under the guarantee and there are no assets held either as collateral or
by third parties that, upon the occurrence of any triggering event or
condition under the guarantee, the Company could obtain and liquidate
to recover all or a portion of the amounts paid under the guarantee.

Contingent Consideration in a Purchase Acquisition, Pursuant to the
terms of the agreement related to the [ASW asset acquisition in December
2003, additional consideration of up to $480,000 may be payable to IASW,
subject to the operation of the acquired assets achieving certain financial
performance targets. In accordance with SFAS 141, there is no current
carrying amount associated with this guarantee. Additionally, there are no
recourse provisions associated with this guarantee that would enable the
Company to recover from third parties any of the amounts paid under the
guarantee and there are no assets held either as collateral or by third parties
that, upon the occurrence of any triggering event or condition under the
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guarantee, the Company could obtain and liquidate to recover all of a
portion of the amounts paid under the guarantee.

Guaranteed Preferred Beneficial Interests in Company's Subordinated
Debentures. BNCCORP, concurrent with the issuance of preferred
securities in July 2000 by BNC Capital Trust I and in July 2001 by BNC
Statutory Trust II, fully and unconditionally guaranteed all obligations of
the special purpose trusts related to the trust preferred securities {See Note
14 for a full description of the nature of the established trusts and the
securities issued by the trusts). There are no recourse provisions associated
with these guarantees that would enable BNCCORP to recover from third
parties any of the amounts paid under the guarantees and there are no
assets held either as collateral or by third parties that, upon the occurrence
of any triggering event or condition under the guarantees, BNCCORP
could obrain and liquidate to recover all or a portion of the amounts paid
under the guarantees.

Performance Standby Letters of Credit. As of December 31, 2003 and
2002, the Bank had outstanding $641,000 and $642,000, respectively of
performance standby letters of credit. Performance standby letters of credit
are irrevocable obligations to the beneficiary on the part of the Bank to
make payment on account of any defaulr by the account party in the
performance of a nonfinancial or commercial obligation. Under these
arrangements, the Bank could, in the event of the account party’s
nonperformance, be required to pay a maximum of the amount of issued
letters of credit. Under the agreements, the Bank has recourse against the
account party up to and including the amount of the performance standby
letter of credit. The Bank evaluates each account party’s creditworthiness
on a case-by-case basis and the amount of collateral obtained varies and is
based on management’s credit evaluation of the account party. As of
December 31, 2002, under accounting standards then effective, there was
no carrying amount associated with these guarantees. Effective January 1,
2003, such guarantees are required to be recognized as liabilities at their fair
values as they are modified or entered into, in accordance with FIN 45.

Financial Standby Letters of Credit. As of December 31, 2003 and 2002,

the Bank had outstanding $43.8 and $7.9 million of financial standby |

letters of credit. Of the $43.8 million of financial standby letters of credic
outstanding at December 31, 2003, $34.1 million was participated to other
financial institutions. Financial standby letters of credit are irrevocable
obligations to the beneficiary on the part of the Bank to repay money
borrowed by or advanced to or for the account of the account party or to
make payment on account of any indebtedness undertaken by the account
party, in the event that the account party fails to fulfill its obligation to the
beneficiary. Under these arrangements, the Bank could, in the event of the
account party’s nonperformance, be required to pay a maximum of the
amount of issued letters of credit. Under the agreements, the Bank has
recourse against the account party up to and including the amount of the
financial standby letter of credit. The Bank evaluates each account party’s
creditworthiness on a case-by-case basis and the amount of collateral
obtained varies and is based on management’s credit evaluation of the
account party. As of December 31, 2002, under accounting standards then
effective, there was no carrying amount associated with these guarantees.
Effective January 1, 2003, such guarantees are required to be recognized as
liabilities at their fair values as they are modified or entered into, in
accordance with FIN 45.
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Between January 1, 2003 and December 31, 2003, the Bank
originated performance and financial standby letters of credit
totaling $146.9 million. Of that amount, $107.5 million was
participated to other financial insticutions. The balance of
performance and financial standby letters of credit outstanding on
the Bank’s books as of December 31, 2003 was $10.3 million. These
outstanding guarantees were recognized as liabilities on the Bank’s
balance sheet at their current estimated combined fair value of
approximately $99,000.

22. Related-Party/Affiliate Transactions:

The Bank has entered into transactions with related parties, such
as opening deposit accounts for and extending credit to, employees
of the Company. In the opinion of management, such transactions
have been fair and reasonable to the Bank and have been entered
into under terms and conditions substantially the same as those
offered by the Bank to unrelated parties.

In the normal course of business, loans are granted to, and deposits
are received from, executive officers, directors, principal
stockholders and associates of such persons. The aggregate dollar
amount of these loans, exclusive of loans to any such persons which
in the aggregate did not exceed $60,000, were $1.1 and $1.0 million
at December 31, 2003 and 2002, respectively. During 2003,
$620,000 of new loans were made and repayments totaled
$434,000. The total amount of deposits received from these parties
was $6.5 and $3.1 million at December 31, 2003 and 2002,
respectively. Loans to, and deposits received from, these parties were
made on substantially the same terms, including interest rates and
collateral, as those prevailing at the time for comparable transactions
with unrelated persons and do not involve more than the normal
risk of collection.

On May 3, 2002, BNCCORP issued 150 shares of its

noncumulative preferred stack to Richard W. Milne, Jr. and Terrence
M. Scali, executive officers of the Company, for cash. Each share

24. Income Taxes:

has a preferential noncumulative dividend at an annual rate of 8.00 percent and
a preferred liquidarion value of $10,000 per share. The noncumulative preferred
stock is not redeemable by BNCCORP and carries no conversion rights.

During the first quarter of 2003, the Company purchased the Milne Scali building
at 1750 East Glendale Avenue, Phoenix, Arizona. The Company purchased the
building from Milne Scali Properties LLC. Milne Scali Properties LLC is a limited
liability company whose members are Richard W. Milne, Jr. and Terrence M.
Scali, executive officers of the Company. The purchase price for the building was
the appraised amount of $3.9 million, which was funded through cash generated
from operations. An independent party completed the appraisal.

In October 2003, BNC Insurance, Inc. (‘BNC Insurance”) purchased from Milne
Scali Properties LLC, an Arizona limited liability company, one share of the class
A voting redeemable common shares, $2,000 par value per share, of Mountain
View Indemnity, Ltd., a Bermuda limited liability company {(“MVI"), and one
share of the non-voting redeemable preference shares, $1.00 par value per share,
of MVT for $65,000 in cash. Milne Scali Properties LLC is owned by Richard W.
Milne, Jr. and Terrence M. Scali, executive officers of the Company. Under the
by-laws of MVI, share value is established using stockholders equity plus retained
earnings divided by the number of stockholders. This methodology was used for
purposes of valuing the shares purchased by BNC Insurance.

The Federal Reserve Act limits amounts of, and requires collateral on, extensions of
credit by the Bank to BNCCORP and with certain exceptions, its non-bank affiliates.
Thete are also restrictions on the amounts of investment by the Bank in stocks and
other subsidiaries of BNCCORP and such affiliates and restrictions on the acceptance
of their securities as collateral for loans by the Bank. As of December 31, 2003,
BNCCORP and its affiliates were in compliance with these requirements.

23. Repossessed and Impaired Asset Expenses/Write-0ffs:

The Company recorded write downs to estimated net realizable value of other
real estate owned and repossessed assets, and related collection and other expenses,
of $40,000, $142,000 and $40,000 for the years ended December 31, 2003,
2002 and 2001, respectively. There were no repossessed assets recorded as of
December 31, 2003.

The provision (benefit) for income taxes consists of the following for the years ended December 31 (in thousands):

Continuing Operations -

Current:
Federal ..ottt e

Total from continuing OPErations ........ccccersvinmiosriissinnn:

Discontinued Operations -

Current:

Federal ..ot

2003 2002 2001

................................ $ 805 $ 800 $ 657
241 218 376

(339) — —

707 1,018 1,033

................................ 726 (250) (218)
................................ 148 54 (124)
874 (196) (342)

................................ $ 1,581 $ 822 $ 691
............................... $ ~ $ 5 $ an
................................ — 1 (6)
................................ 3 — $ 5 (83)
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The provision for Federal income taxes expected at the statutory rate differs from the actual provision as follows for the years ended December 31 (in

thousands):
2003 2002 2001

Tax 2t 34% STATULOTY TALE wvvuveeriveemremmcemicnnrensmiiens e cerenesnesseresenssensssessssesnins e $ 1,845 967 $ 811
Prior year state refunds (net of Federal benefit) .....oooovcvicninrinmccmcninnsnenennni (229) — —
State taxes (net of Federal benefit) ....oooiveeiiuiieee et 266 108 85
TaX-EXCMIPL IMETEST 1vvcrvveeiriceveiincien et e cn et eer s (473) (289) (250)
OLREL DET ...ttt bbbt et bt 172 36 45
$ 1,581 822 $ 691

Temporary differences between the financial statement carrying amounts and tax bases of assets and liabilities that result in significant portions of the

Company’s deferred tax assets and liabilities are as follows as of December 31 (in thousands):

Deferred tax asset:

Loans, primarily due to differences in accounting for credit l0sses ...

Difference berween book and tax amortization of branch premium acquisition costs

Deferred tax liabilicy:

Unrealized gain on securities available for sale ..o
Leases, primarily due to differences in accounting for leases ...
Difference between book and tax amortization of acquired intangibles ...,
Premises and equipment, primarily due to differences in original cost basis and depreciation ........cc..cco.ccccnenn.
Deferred tax HaDILIEY ...vvvuoevricermieriiiieiiecccam s ceseees s tesemsiecssseenss s rssss e ecsms et sss s cessesesssasessanens
Net deferred tax Hability .o.ovveoerveerieinicrniennerine e i e sy s sess e e

2003 2002
1,737 $ 1,809
373 312
245 902
2,355 3,023
605 1,666
706 594
490 171
677 902
2,478 3,333
(123) $ (310)

The Company has, in its judgment, made certain reasonable assumptions relating to the realization of deferred tax assets. Based upon these
assumptions, the Company has determined that no valuation allowance is required with respect to the deferred tax assets.
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25. Earnings Per Share:

The following table shows the amounts used in computing EPS and the effect on weighted average number of shares of potential dilutive common

stock issuances:

2003
Basic earnings per common share:

Income from CONLINUING OPEIALIONS ......cceucvemsricrmnrecemsicresiseenscrmsecnisecsscenmceerecsrmessroces
Less: Preferred stock dividends.....ccovvviviieevcinieiei e ensnesssesss s sesonesenesonons
Income attributable to common stockholders...........oooiveviiiieiicececce e
Effect of dilutive shares -

Options and contingent stock ... e

Diluted earnings per common share:

Income from continuing OPELAtIONS .......c..criverivmeimeenniiemmrisisessseensessesssmesssosiesiens
Less: Preferred stock dividends ....oiieriieiiineciionniisiseresse e eeesseesseesss e

Income attributable to common stockholders ..

2002
Basic earnings per commaon share:
Income from continUIng OPErALIONS ........c.rvierrinerer e reneresesrcesss s ceenrseens
Less: Preferred stock dividends .uvivvriverniivniiceieerie e sees

Income from continuing operations available to common stockholders ....

Income from discontinued Fargo branch, net of income taxes ...
Income attributable to common stockholders.........ccovevrvvriiivie s
Effect of dilutive shares -
OPTONS o ierviiiieticn ettt es et es e e s e emnteen
Diluted earnings per common shave:
Income from continuing nperations
Less: Preferred stock dividends ......c..crieivvenniincoieimienisesesrsssssessssssssessesssssssseons

Income from continuing operations available to common stockholders ........cccovvvurrrnirnnn.

Income from discontinued Fargo branch, net of income axes .......ccocverveircrveriiernscnnconn,

Income attributable to common stockholders........oovveeriimivi e,

2001
Basic earnings per common share:

Income from cONUNUING OPELATIONS ..vucvrvecerreeirriemsieiiesienicrieinesiessremscesiscssseonsssassisssannes
Loss from discontinued Fargo branch, net of Income taxes .....covvcercveemmeerenrcnrinnmicenienes
Nonoperating item - loss on early extinguishment of debt, net of income taxes .....c.coccon.c.
Cumulative effect of change in accounting principle, net of income taxes .......ccoov.crvvierens
Income available to common stockholders ...coviiiveriiniiiirii s
Effect of dilutive shares -

OPUOMS ottt ettt

Diluted earnings per common share:

Income from CONTNUING OPEFATIONS ...v..cuvreceemicceereerianricerienersieeasienssseesssessmessmnesssesssens
Loss from discontinued Fargo branch, net of income taxes .......coo..oeeeeerrieercinniconnionnicnnns
Nonoperating item — loss on early extinguishment of deb, net of income taxes .......co.......
Cumulative effect of change in accounting principle, net of income taxes .........coervrverrreeens

Income available to common stockholders ... i

BNCCORP, INC.

Net Income (Loss) Shares Per-Share
(Numerator) (Denominator) Amount
3,844,000
(120,000)
3,724,000 2,705,602 $ 1.38
59,214
3,844,000
(120,000)
3,724,000 2,764,816 $ 1.35
2,025,000
(79,000)
1,946,000 2,611,629 $ 0.74
14,000 2,611,629 0.01
1,960,000 2,611,629 $ 0.75
17,169
2,025,000
(79,000)
1,946,000 2,628,798 $ 0.74
14,000 2,628,798 0.01
1,960,000 2,628,798 $ 0.75
1,695,000 2,395,353 $ 0.71
(203,000) 2,395,353 (0.08)
(134,000) 2,395,353 (0.06)
(113,000) 2,395,353 (0.05)
1,245,000 $ 0.52
25,760
1,695,000 2,421,113 $ 0.70
(203,000) 2,421,113 (0.08)
(134,000) 2,421,113 (0.06)
(113,000) 2,421,113 (0.05)
1,245,000 $ 0.51
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The following cptions, with exercise prices ranging from $7.25 to $17.75, were outstanding during the periods indicated but were not included in the
computation of diluted EPS because their exercise prices were higher than the average price of the Company’s common stock for the period:

Quarter ended March 31 ..o e e
Quarter ended June 30 ...
Quarter ended September 30 ...
Quarter ended December 31 ..o

26. Benefit Plans:

BNCCORP has a qualified, tax-exempt 401(k) savings plan covering all
employees of BNCCORP and its subsidiaries who meet specified age and
service requirements. The BNCCORP 401(k) savings plan was merged
with the plan of Milne Scali on April 1, 2003. Under the BNCCORP
plan, eligible employees may elect to defer up to 50 percent of compensation
each year not to exceed the dollar limit set by law. At their discretion,
BNCCORP and its subsidiaries provide matching contributions of up to
50 percent of employee deferrals up to a maximum employer contribution
of five percent of employee compensation. Generally, all participant
contributions and earnings are fully and immediately vested. The Company
makes its matching contribution during the first calendar quarter following
the last day of each calendar year and an employee must be employed by
the Company on the last day of the calendar year in order to receive the
current year’s employer match. The anticipated matching contribution is
expensed monthly over the course of the calendar year based on employee
contributions made throughout the year. The Company made matching
contributions of $341,000, $261,000 and $207,000 for 2003, 2002 and
2001, respectively. Under the investment options available under the 401 (k)
savings plan, employees may elect to invest their salary deferrals in
BNCCORP common stock. At December 31, 2003, the assets in the plan
totaled $10.6 million and included $3.3 million (183,034 shares) invested
in BNCCORP common stock.

27. Commitments and Contingencies:

Employment Agreements and Noncompete Covenants. The Company
has entered into three-year employment agreements with its chairman of
the board and president and chief executive officer (the “Executives”). The
Executives will be paid minimum annual salaries throughout the terms of
the agreements and annual incentive bonuses as may, from time to time,
be fixed by the Board. The Executives will also be provided with benefits
under any employee benefit plan maintained by BNCCORP for its
employees generally, or for its senior executive officers in particular, on the
same terms as are applicable to other senior executives of BNCCORP.
Under the agreements, if their status as employees with BNCCORP is
terminated for any reason other than death, disability, cause, as defined in
the agreements, or if they terminate their employment for good reason, as
defined in the agreements, or following a change in control of the Company,
as defined in the agreements, then the Executives will be paid a lump-sum
amount equal to three times their current annual compensation.

In conjunction with the April 2002 business combination with Milne Scali,
the Company has entered into five-year employment agreements with the
chairman and president of Milne Scali (the “Insurance Executives”). The
Insurance Executives will be paid minimum annual salaries throughout
the terms of the agreements and annual incentive bonuses as may, from
time to time, be fixed by the Board. The Insurance Executives will also be

BNCCORP, INC. 2003  Annual Report

2003 2002 2001
..................... 77,185 97,508 101,570
..................... 63,500 96,145 97,177
..................... 62,027 103,498 95,508
..................... 3,250 91,989 101,649

provided with benefits under any employment benefit plan maintained by
BNCCORP for its employees generally, or for its senjor executive officers
in particular, on the same terms as are applicable to other senior executives

of BNCCORP.

In conjunction with its 1998 business combination with Lips & Lahr, Inc.,
(“Lips & Lahr”) the Company assumed five-year employment agreements
with two officers of Lips & Lahr (the “Officers”). The agreements, which
originally provided for salaries based upon a percentage of all net annual
commissions teceived by Lips & Lahr on business written by the Officers,
were amended to provide for minimum annual salaries through the
remainder of the contract term, which ran through December 31, 2000.
Additionally, the agreements provide for the payment of deferred
compensation for a term of 10 years commencing on February 1, 2001
and continuing monthly until paid in full. Finally, as separate consideration
for the release of all present and furture claims to the Officers’ books of
business at the end of the term of the employment contract and for other
terms of the contract involving confidentiality, nonpiracy and a restrictive
covenant covering a period of five years after the term of the agreement,
the agreements provide for 120 monthly payments also commencing on
February 1, 2001. The deferred compensation payments have been accrued
for as of December 31, 2003. Both of the Officers resigned and the
Company remains obligated under the deferred compensation and non-
compete provisions of the original employment agreements.

In the business combination with Lips & Lahr, BNC Insurance assumed
two additional non-compete agreements with former officers of Lips &
Lahr. Monthly payments under these agreements, which commenced in
1996, are scheduled to continue into 2006.

Legal Proceedings. From time to time, the Company may be a party to
legal proceedings arising out of its lending, deposit operations or other
activities. The Company engages in foreclosure proceedings and other
collection actions as part of its loan collection activities. From time to
time, borrowers may also bring actions against the Company, in some cases
claiming damages. Some financial services companies have been subjected
to significant exposure in connection with litigation, including class action
litigation and punitive damage claims. While the Company is not aware of
any actions or allegations that should reasonably give rise to any material
adverse effect, it is possible that the Company could be subjected to such a
claim in an amount that could be material. Based upon a review with its
legal counsel, management believes that the ultimate disposition of pending
litigation will not have a material effect on the Company’s financial
condition, results of operations or cash flows.
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Leases. The Company has entered into operating lease agreements for
certain facilities and equipment used in its operations. Rent expense for
the years ended December 31, 2003, 2002 and 2001, was $1.0 million,
$1.2 million and $675,000, respectively, for facilities, and $107,000,
$94,000 and $94,000, respectively, for equipment and other items. At
December 31, 2003, the total minimum annual base lease payments for
operating leases were as follows (amounts are in thousands):

418

The Company is subleasing a building in Bismarck. The sublease runs for
a term of 18 months, terminating on December 31, 2004, renewable for
five additional two-year terms. Future minimum rentals to be received
under the sublease are $84,300 per annum, paid annually in advance by
each June 1. The Company is also subleasing a portion of its office space
in Minneapolis. The sublease runs for a term of 12 months, terminating
on June 30, 2004, at which time it will revert to a month-to-month lease.
Rent received under the sublease is $3,000 per month.

28. Stock-Based Compensation:

BNCCORP’s 1995 Stock Incentive Plan (the “1995 Stock Plan”) and its
2002 Stock Incentive Plan (the “2002 Stock Plan,” together, the “Stock
Plans”) are intended to provide long-term incentives to its key employees,
including officers and directors who are employees of the Company. The
1995 Stock Plan, which is administered by the compensation committee
of the Board (the “Committee”), provides for an authorization of 250,000
shares of common stock for issuance thereunder. The 2002 Stock Plan,
which is also administered by the Committee, provides for an authorization
of 125,000 shares of common stock for issuance thereunder. Under the
Stock Plans, the Company may grant employees incentive stock options,
nongqualified stock options, restricted stock, stock awards or any
combination thereof. The Commirtee establishes the exercise price of any
stock options granted under the Stock Plans provided that the exercise
price may not be less than the fair marker value of a share of common
stock on the date of grant. The Committee determines vesting
requirements, which may vary, and the maximum term of oprions granted
is generally 10 years.

As of December 31, 2003, 48,973 restricted shares issued under the 1995
Stock Plan were outstanding. 30,973 of the shares were fully vested. The
balance of the shares vest incrementally berween now and December 31,
2006. The Company records the compensation expense related to restricted
stock on a straight-line basis over the applicable service period.
Compensation cost charged to operations was $136,000, $9,000 and
$9,000 in 2003, 2002 and 2001, respectively. The Company issued 24,500
shares of restricted stock during 2003 and no shares of restricted stock
during 2002 and 2001.

The Company’s Nonemployee Director Stock Option Plan (the “Directors’
Plan”) was adopted during 1998, administered by the Commirtee and
terminated during 1999.

The Company applies APB 25 and related interpretations in accounting
for both the Stock Plans and the Directors’ Plan. Accordingly, no
compensation cost has been recognized for the options issued under the

plans in 2003, 2002 or 2001. As of December 31, 2003, 191,876 options
had been awarded under the 1995 Stock Plan. 21,841 of them had been
exercised and 170,035 remained outstanding. 3,250 options awarded under
the Directors’ Plan remained outstanding. No awards had been made under
the 2002 Stock Plan. Had compensation cost been determined on the basis
of fair value pursuant to SFAS 123, net income and EPS would have been
reduced as follows for the years ended December 31:
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2003 2002 2001

AS REPOTLED .orvverrre st cs ettt sa bbb $ 3,844,000 $ 2,039,000 $ 1,245,000
Pro FOMa ..ottt 3,793,000 2,005,000 1,145,000
Basic EPS:
AS REPOTIEA .coriverrcernrirreer e cenniies s ene s en s et n s cesncn 1.38 0.75 0.52
Pro FOrma oo e 1.30 0.72 0.45
Diluted EPS:
AS REPOTIED «.oovevccmrrerrctinie s s e 1.35 0.75 0.51
PrO FOIIMA oot et et sb bbb 1.27 0.72 0.44
Following is a summary of stock option transactions for the years ended December 31:
2003 2002 2001
Options Weighted Options Weighted Options Weighted
to Average to Average © Average
Purchase Exercise Purchase Exercise Purchase Exercise
Shares Price Shares Price Shares Price
Outstanding, beginning of year .. 173,935 $  10.48 208,408 $  10.37 118,148 $  13.84
GIANTE oot e 17,500 7.00 2,500 7.51 109,840 6.16
Exercised ..o (11,066) 6.79 (4,000) 6.03 (4,840) 5.94
FOrfeited ..o nes 7,084 9.31 (32,973 10.12 14,740) 8.21
Outstanding, end of year ... 173,285 10.41 173,935 10.48 208,408 10.37
Exercisable, end of year ..ccooccvviinrcniciiiicicciccns 110,702 12.71 92,248 12.87 106,948 12.88
Weighted average fair value of options:
Granted ..o e $ 3.76 $ 3.35 $ 291
$ 3.14 $ 2.91 $ 283
$ 4.23 $ 4.61 $ 3.88

The fair value of each option granted is estimated on the grant date using the Black-Schol
in estimating fair value of options granted for the years ended December 31:

es option pricing model. The following assumptions were made

2003 2002 2001
Weighted average —
Dividend yield ..o, 0.00 % 0.00 % 0.00 %
Risk-free interest rate — seven-year treasury yield 3.66 % 3.35% 5.00 %
VOLATIEY wovvvresvveeeeveceess s s oo 36.39 % 36.73 % 35.36 %
EXPEcted fife ... erc e et as st s 7.0 years 7.0 years 7.0 years
Following is a summary of the status of options outstanding at December 31, 2003:
Outstanding Options Exercisable Options
Weighted Average Weighted Average Weighted Average
Remaining Exercise Exercise
Number Contractual Life Price Number Price
Options with exercise prices ranging from:
$17.00 t0 $17.75 i 61,850 4.0 years $ 17.04 61,850 $ 17.04
$5.88 0 $10.00 ..coverervririiiiiiiine 111,435 6.6 years 6.73 48,852 7.22
173,285 110,702
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29. Condensed Financial Information-Parent Company Only:

Condensed financial information of BNCCORP on a parent company only basis is as follows:

Parent Company Only

Condensed Balance Sheets

As of December 31
(In thousands, except share data)

2003 2002
Assets:
Cash and cash equivalents $ 2,977 $ 3,871
Investment in SUDSIAIATIES ... vruucerieicicces e ettt sttt 68,300 64,518
Receivable from SUDSIAIAIES «..vvuiieiieiniieiiie ettt ettt 259 95
Deferred charges and intangible aSsets, NeT........vvimrrireriiersiecemicrmnemneieneisosensosessecmsiensmeensmensesesenseseonmcsssceons 154 154
OITRET 1ottt e e b et b R bs AR bR bbb 513 993
$ 72,203 $ 69,631
Liabilities and stockholders’ equity:
SUBOIAINATEd dEDENTUIES ©..vvieiisiveeiicece ettt st en e ten st be st sas e v et essnes $ 22,570 $ 22,484
LONG TEIM MOTE eoviiriiei s ettt bt e e 8,500 8,500
Accrued expenses and other HabilItes ......c..ccuurirrceiiicnin st 947 924
32,017 31,908
Preferred stock, $.01 par value — 2,000,000 shares authorized;

150 shares issued and outstanding — —
Capital surplus — Preferred STOCK ......vvircrciommicnniionniinriiiesvicessi s s seseseressssisssisssiasaniasesnensssssasessaeses 1,500 1,500
Common stock, $.01 par value — 10,000,000 shares authorized;

2,749,196 and 2,700,929 shares issued and outstanding (excluding 42,880 shares held in treasury) ........... 28 27
Capital surplus — COMMON SIOCK .....viooccrirrcenn et e cesss et 17,074 16,614
REAINEA CAITNES ©..cvovv it et st et st 21,119 17,395
Treasury stock (42,880 SHATES) ..vu.currreriiriiieir et sen e tas s ea s tees s et ser e eb s et sb st (513) (513)
Accumulated other comprehensive income, net of income taxes 978 2,700
Total STOCKROIErs €QUILY wcuuviciiiciniinei ettt b et st 40,186 37,723

$ 72,203 $ 69,631

BNCCORP, INC.
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Parent Company Only

Condensed Statements of Income

For the Years Ended December 31
(In thousands)

Management fee INCOME .......ccurimiriiiiine st erer e bsees

Interest ...

Expenses:

IIEEEESE cvrvveieiieeee ettt e s et en s et st a st s b et et r s e et star e seer et et s s et s ettt ebene

Personnel expense

Legal and other professional

TOTal EXPENSES w.vuiivrirriccrnccrmmiatii e e

Loss before income tax benefit and equity in undistributed income of subsidiaries ...........c.cc....

Income tax benefit

Loss before equity in undistributed income of subsidiaries .........crvvimrcnionrieniverninincenns.

Equity in undistributed income of SubSIdIAies .......covvveerivierriveniceririmceincnnecnrinnens e

Income from CONUNUING OPETATIONS w..c.uveervierrieeiernrisierieriinnnscetseereseassassseasmecsssesessessssassesseens

Equity in undistributed income (loss) from operations of discontinued branch ..........c.cccooouunne.

Income before nONOPErating femM ...t

Nonoperating item - loss on catly extinguishment of debt, net of income taxes ..

Net income......

BNCCORP, INC.
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2003 2002 2001
650 649 703
36 83 322
120 114 70
806 846 1,095
2,156 2,185 2,207
530 521 512
216 210 144
14 17 57
332 352 307
3,248 3,285 3,227
(2,442) (2,439) (2,132)
961 858 691
(1,481) (1,581) (1,441)
5,325 3,606 3,023
3,844 2,025 1,582
— 14 (203)
3,844 2,039 1,379
- — (134)
3,844 2,039 1,245
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Parent Company Only

Condensed Statements of Cash Flows

For the Years Ended December 31
(In thousands)

Operating activities:
INEEINCOME 1ttt e e et b s s
Adjustments to reconcile net income to net cash used in operating activities -
Depreciation and aMOTUZATON w...veiiricnrronmieisinereremsesscrreseressiseenesensns
Equity in undistributed income of subsidiaries .........ccooccervceeiininiienennnnnennes

Change in prepaid expenses and other receivables ...

Change in accrued expenses and other liabilities ..o

Net cash used in operating activities
Investing activities:
Net decrease 1N LOAIS wouviiiiieeriiis ettt st s et er st enebenas
Increase in investment in SUDSIAIATIES vv.vuvrviiieeeirreerisis e s s essssss st cesseenaseens
Additions to premises and eqUIPMENT, NET .......ccumcueiienr et eneseesnnens
Net cash used in INVeStNG ACHVILES .vvvuvuimivccici e
Financing activities:

Repayments of long-term borrowings

Proceeds from long-term borrowings
Amortization of discount on subordinated NOTES ..vcviviiieevcoiiiierire s
Amortization of deferred charges ..o seeresesseecniecenae
Proceeds from issuance of subordinated debentures ..o ivicivciveievecoiirirenereens e
Proceeds from issuance of preferred StOCk ....vcurnccreiiiicnminnnnnriinsccen s,
Proceeds from issuance of COMMON STOCK 1.....ieveiivivivieeiiieeet e

Amortization of discount on subordinated debentures

Payment of preferred stock dividends .......c.coviverrniriciiicnicncieiciccnnerecre e
OTREL, NET wirerieriiiiesce ettt ettt bes et bbb st ens s na s et e et seebs s

Net cash provided by financing activities ...

Net decrease in cash and cash eqUIVAlEnEs ....c.occuirveninicnn e ccnces
Cash and cash equivalents, beginning of Year ............ccocoeriieeroninrcnionericsnecnenmcserncnen
Cash and cash equivalents, end of YEar ...i.cvevrrierrcrenccniinnncsccnee e cconase e
Supplemental cash flow information:

TRTEIEST PAI 1oivvreoiirs ettt

Income tax payments received from subsidiary bank(s), net of income taxes paid ........c....c....

2003 2002 2001
3,844 2,039 1,245
14 18 43
(5,325) (3,620) (2,820)
300 265 (111)
23 (123) 332
(2) (482) 386
(1,146) (1,903) (925)
— 5 11
(181) (13,000) (3,464)
5 (21) 12
(176) (13,016) (3,441)
— - (13,172)
- 8,500 —
- - 371
- — 14
- — 14,893
— 1,500 -
462 2,524 -
86 86 53
(120) (79) -~
— 9 (86)
428 12,540 2,073
(894) (2,379) (2,293)
3,871 6,250 8,543
2,977 3,871 6,250
2,172 2,050 2,143
903 1,563 652
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30. Quarterly Financial Data (unaudited, in thousands, except shares and EPS):

2003
First Second Thied Fourth
Quarter Quarter Quarter Quarter
TNEETEST IMCOME .oveiieeeee et eer s et er et et s et eenscaarssanseeerenas $ 7,468 $ 7,265 $ 6,734 7,179
INEELEST EXPEISE covvo et nae e e nes 4,026 3,897 3,697 3,648
INET INTETESE INCOMIE 1ovvivvivirriieisreers e esbies e sreeteseeese e bossetsssesaseeenrereoreasssrenses 3,442 3,368 3,037 3,531
Provision fOr credit LOSSES v.....oviiviiiirieeieei et eese e iescensssees e 775 400 300 —
Net interest income after provision for credir losses 2,667 2,968 2,737 3,531
Noninterest income 5,219 5,411 5,402 4,780
Noninterest expense 6,454 6,701 6,834 7,301
[NCOME DEfOrE INCOME TAXES ©.vvvreerrreerreeeseeeereeeesseeseseeeseesseeeseesesessseennseenrenes 1,432 1,678 1,305 1,010
INCOME TX PLOVISION wovvvvrciri e s e 415 504 389 273
INEE INCOMMIE .ot eesrceerie oot eeseeees e ersetos et ensseetseenaeentseessaaeseseresessseoneaessios $ 1,017 $ 1,174 $ 916 737
Dividends on preferred stock .......coiiviiiccncciniiiniccenii $ 30 $ 30 $ 30 30
Net income attributable to common stockholders .....ccovvvvvvvevivesicorenniienn, $ 987 $ 1,144 $ 886 707
Basic earnings per common share:
Basic earnings per common share ..........cccovveneiicinnionnn. $ 0.37 $ 0.42 $ 0.33 0.26
Diluted earnings per common share:
Diluted earnings per common share ..., $ 0.36 $ 0.41 $ 0.32 0.25
Average common shares:
BaSIC 1 riviiititie e e b et r s cae s ere s b e 2,701,274 2,703,071 2,706,323 2,711,620
DHIUTEA oot ettt ) 2,731,213 2,758,171 2,766,118 2,803,674

Unandited — see accompanying accountants report.
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NDTES. TO CONSQLIDATED FINANCIAL STATEMENTS

2002
First Second Third Fourth
Quarter Quarter Quarter Quarter
INTELEST INCOME vttt eer e ettt sa et eee e eeesranas $ 7,581 7,825 $ 8,431 $ 7,981
INTELESE EXPENSE cvvvivuivenesivsnrini e ies 4,568 4,993 4,811 4,364
INEE INTEIEST IMICOIMIE 1ovivvt vt et s e st eessateesesets b etsmststebesin st ebscensriaes 3,013 2,832 3,620 3,617
Provision fOr credit 10SSEs ... .viviivvriieierrierec e sss bbb s e 217 185 400 400
Net interest income after provision for credit losses 2,796 2,647 3,220 3,217
INONINTEIEST INICOIMIE .. vvieesieeesisiesseeenretestessenseesissesesstenesesbestssasseassstanscannenannes 2,345 4,119 5,123 4,709
INODINEEIEST EXPEISE ..vvrririerieirecnss e e ceensccas s sos 4,917 6,732 6,891 6,789
Income before INCOME TAXES ....vvvivivviiericieeiie et cersrennins 224 34 1,452 1,137
Income tax provision (benefit) ....cococuieiciicceicn i 94 (30) 430 328
Income from continting OPerations ....cceveocorcrerirmericereeoranmmensns 130 64 1,022 809
Gain (loss) from discontinued Fargo branch, net of income taxes 60 38 (69) (15)
NETINCOME .viviviriiiir ettt es e v et cas bt st ebes et taneesen $ 190 102 $ 953 $ 794
Dividends on preferred St0CK wueuevrriinrionmiconcciceneceeronmeresminsns s $ - (19) $ (30) $ (30)
Nert income arttributable to common stockholders ..o $ 190 33 $ 923 $ 764
Basic earnings per common share:
Income from continuing operations (less preferred stock dividends) ............ $ 0.05 0.02 $ 0.37 $ 0.29
Gain (loss) from discontinued Fargo branch, net of income taxes ... 0.03 0.01 (0.03) (0.01)
Basic earnings per common share ... $ 0.08 0.03 $ 0.34 $ 0.28
Diluted earnings per common share:
Income from continuing operations (less preferred stock dividends) ............ $ 0.05 0.02 $ 0.37 $ 0.29
Gain (loss) from discontinued Fargo branch, net of income taxes ................ 0.03 0.01 (0.03) (0.01)
Diluted earnings per common SHare ......c.corvceerioerrnccuecroneerenmenecsmecesmenens $ 0.08 0.03 $ 0.34 $ 0.28
Average common shares:
BASIC ioveviveriie ettt et ettt ettt a et eaer 2,399,170 2,645,213 2,697,929 2,699,951
DHIUTEA «ocv ettt b nen st ba s cer ettt 2,424,739 2,670,195 2,702,709 2,710,311

Unaudited — see accompanying accountant’ report.
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Selected Financial Data

The selected consolidated financial data presented below under the
captions “Income Statement Data” and “Balance Sheet Data” as of
and for the years ended December 31, 2003, 2002, 2001, 2000
and 1999 are derived from the historical audited consolidated
financial statements of the Company. The Consolidated Balance
Sheets as of December 31, 2003, 2002 and 2001, and the related
Consolidated Statements of Income, Comprehensive Income,
Stockholders' Equity and Cash Flows for each of the four years in
the period ended December 31, 2003 were audited by KPMG LLP,
independent public accountants. The Consolidated Balance Sheet
as of December 31, 1999 and the related Consolidated Statements
of Income, Comprehensive Income, Stockholders’ Equity and Cash
Flows for the one year period ended December 31, 1999 were
audited by Arthur Andersen LLE, independent public accountants
who have ceased operations. The financial data below should be

Selected Financial Data (1)

MANAGEMENT’S DISCUSSION AND ANALYSIS

read in conjunction with and is qualified by the Consolidated
Financial Statements and the notes thereto.

The adoption of Statement of Financial Accounting Standards No.
150, “Accounting for Certain Financial Instruments with Charac-
teristics of both Liabilities and Equity” (“SFAS 150”) in 2003,
which requires that the expense associated with BNCCORP’s
subordinared debentures be included in interest expense, is
reflected in all applicable periods in the table below. The data
presented in the table below includes the financial performance of
Milne Scali since its acquisition in April 2002. Additionally, the
financial performance of the Bank’s Fargo, North Dakota branch
(which was sold on September 30, 2003) and BNC Financial
Corporation, Inc. (which was sold on December 31, 1999) is not
reflected in the data below. All data presented is from continuing
operations as of and for all periods presented.

For the Years Ended December 31,

2003 2002 2001 2000 1999
(dollars in thousands, except share and per share data)

Income Statement Data:
Total interest income § 28,646 $ 31,818 $ 37,586 $ 40,658 $ 28,535
Total interest expense 15,268 18,736 24,033 27,679 16,438
Net interest income ............... 13,378 13,082 13,553 12,979 12,097
Provision for credit losses 1,475 1,202 1,699 1,202 1,138
Noninterest income 20,812 16,296 8,714 7,683 6,028
Noninterest expense 27,290 25,329 18,182 15,821 17,435
Income tax provision (benefit) ....occrcnriiiiiccciecciecnn 1,581 822 691 1,183 (193)
Income (loss) from continuing OPErations .........c.cccvereeerrorneeennes $ 3,844 § 2,025 $ 1,695 § 2,456 §  (255)
Balance Sheet Data: (at end of period)
Total assets...... $ 621,477 $ 602,228 $ 555,967 $ 547,447 $ 445,232
Investments 262,568 208,072 211,801 253,566 145,349
Federal Reserve Bank and Federal Home Loan Bank stock......... 7,596 7,071 7,380 9,619 5,643
Loans, net of unearned INCOME ......coovviviiriiinivieir i, 283,555 335,794 297,924 252,753 254,009
Allowance for credit losses (4,763) (5,006) (4,325) (3,588) (2,872)
Total deposits ...oceeeieviciiiiiiii e 395,942 398,245 375,277 330,894 316,772
Short-term borrowings ......ccocoevvvveiiiciviniiieeen 31,833 28,120 760 33,228 2,200
Federal Home Loan Bank advances.. 112,200 97,200 117,200 117,200 86,500
Long-term borrowings .......ceceeivniiiiiiinnniiiiis s 8,640 8,561 13 12,642 14,470
Guaranteed preferred beneficial interests in

Company’s subordinated debentures ... 22,397 22,326 22,244 7,606 -
Common stockholders’ equity ......ccoooiiciicniiiinccicnn, 38,686 36,223 30,679 29,457 23,149
Book value per common share outstanding .........c..cococcccrcincens $ 1407 $ 13.41 $ 1279 § 1230 $  9.65
Earnings Performance / Share Data (1):
Return on average total assets .o s 0.64% 0.36% 0.31% 0.47% (0.07)%
Return on average common stockholders’ equity ..... 9.92% 5.77% 5.51% 10.02% (1.22)%
Net interest Margin ......ccooovverereereiereeninnenee s 2.47% 2.51% 2.63% 2.65% 3.38%
Net interest spread ..oovveeevvvecviimeriecnnnnennae 2.29% 2.29% 2.25% 2.35% 3.07%
Basic earnings (loss) per common share (1) «..c.ooeivrireevcnininncnnns $ 1.38 $ 074 $ 071 $ 1.02 $ (0.11)
Diluted earnings (loss) per common share (1} ... $ 1.35 $ 074 $ 070 $ 1.02 $ (0.11)
Cash dividends per common share — — — — —
Cash dividends per preferred share $ 800.00 $ 526.67 - - -
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MANAGEMENT’S DISCUSSION AND ANALYSIS

For the Years Ended December 31,

Tortal cash dividends — preferred stock ...........
Average common shares outstanding .........c.couee.eee.
Average common and common equivalent shares ........cooccoenee.
Shares outstanding at yearend .......c.ccccovvvecrerncernnrncrcnennnnisnens
Balance Sheet and Other Key Ratios (1):

Nonperforming assets to total assets ...........cooueeeernieereeernerernens
Nonperforming loans to total 10ans .......c.ccoverniirncrneenians
Net loan charge-offs to average loans ..........
Allowance for credit losses to total foans ...................
Allowance for credit losses to nonperforming loans ....................
Average common stockholders’ equity to average total assets ......

(1) From continuing operations for all periods presented.

2003 2002 2001 2000 1999
(dollars in thousands, except share and per share data)

$ 120 $ 79 — — —
2,705,602 2,611,629 2,395,353 2,397,356 2,406,618
2,764,816 2,628,798 2,421,113 2,398,553 2,407,018
2,749,196 2,700,929 2,399,170 2,395,030 2,399,980
1.28% 1.27% 0.80% 0.12% 0.64%
2.80% 2.27% 1.47% 0.23% 0.65%
(0.56)% (0.17)% (0.33)% (0.20)% (0.46)%
1.68% 1.49% 1.45% 1.42% 1.13%
60% 66% 99% 619% 173%
6.25% 5.93% 5.64% 4.71% 5.48%

Management’s Discussion and Analysis of Financial Condition and Results of Operations

Overview

The following table summarizes income from continuing operations, net income and basic and diluted earnings per share for the 12 months ended

December 31 (amounts in thousands):

2003 2002 2001
Income from CONTINUING OPEIATIONS .cvvvurevusicereienisasriesesisiessenssss st sessssssesssessstseese st $ 3,844 § 2,025 $ 1,695
NEL INCOMIE cevvrivvrcennieiesinie e ettt ser st et st eeses e eseesseeaessatnestenesaseesseesssanteseesesssrsrans 3,844 2,039 1,245
Basic earnings per COMMON SHATE ....ccvuiiriiriiieiisii ettt ottt en s 1.38 0.75 0.52
Diluted earnings per coMMON SKATE .......covuvuuriinrrcommncnnrccrimcesneetrecsrmecsminmssssssrssssssesssssssssssesesssssssons 1.35 0.75 0.51

Executive Summary - 2003 vs. 2002, Strategic initiatives we pursued in
recent years, including diversifying our sources of business, focusing on
what we believe are attractive and growing core markets and managing for
long-term stockholder value generated favorable results in 2003. The
following information highlights key developments during 2003.

* 2003 net income rose 88.5 percent, to $3.84 million (§1.35 per share on
adiluted basis) compared with $2.04 million ($0.75 per share) for 2002.

¢ Our insurance segment provided a significant contribution to
2003 profitability.

* Noninterest income rose to 60.9 percent of gross revenues in 2003
compared with 55.5 percent in 2002,

* Noninterest income increased 27.7 percent in 2003 to $20.81 million
compared with $16.30 million in 2002.

* Insurance commission income accounted for $14.57 million, or 70.0
percent of noninterest income, compared with $8.98 million, or 55.1
percent, in 2002 with 2003 representing a full year of contribution from
Milne Scali & Company, Inc. (“Milne Scali”), acquired in April 2002.

¢ Our trust and financial services division recorded a $488,000 fee for
coordinating the sale of two companies.

* Net interest income in 2003 remained relatively flat ar $13.38 million
compared with $13.08 million in 2002. Included in net interest income
were mark-to-market losses on the value of derivative contracts toraling
($80,000) in 2003 and ($779,000) in 2002.

* Ner interest margin narrowed to 2,47 percent in 2003 compared with
2.51 percent in 2002. Adoption of Statement of Financial Accounting
Standards No. 150, “Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity” required interest associated

with BNCCORP’s subordinated debentures to be reflected as interest
expense. All prior periods have been reclassified to reflect this change.

Noninterest expense rose 7.7 percent to $27.29 million for 2003
compared with $24.33 million for 2002, The increase primarily reflected
costs associated with expanded banking and insurance operations in
Arizona, actions expected to support increased operating levels in 2004.
Total assets reached $621.45 million ac December 31, 2003 compared
with $602.23 million one year earlier.

Total loans decreased 15.6 percent in 2003, to $283.56 million. Loan
volume was impacted by planned loan reductions, completion of some
financed commercial real estate projects and slower loan demand char
was reflective of economic conditions.

The provision for credit losses in 2003 was $1.48 million compared
with $1.20 million in 2002.

Loan charge-offs were $1.82 million in 2003 compared wich $657,000
in 2002. $1.3 million of the 2003 charge-offs related to one
commercial contractor.

The allowance for credit losses as a percentage of total loans at December
31, 2003 was 1.68 percent compared with 1.45 percent one year earlier. The
ratio of the allowance for credit losses to total nonperforming loans was 60
percent at December 31, 2003 compared with 66 percent one year earlier.

We had $7.95 million of nonperforming loans ar December 31, 2003
compared with $7.63 million one year earlier. During January 2004, a
$4.5 million loan (reflected as a nonperforming loan ar December 31,
2003) was paid in full, including accrued interest. A $2.2 million
nonperforming loan is expected to be resolved during the second quarter
of 2004. These developments should result in much-improved asset
quality moving forward into 2004.
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* Investment securities available for sale increased 26.2 percent in 2003,
to $262.57 million as investments were increased to maintain an
acceprable earning asset portfolio despite the reduction in loan volume.

+ Core deposits increased $24.89 million or 7.3 percent during 2003. The
growth was primarily actributable to our Arizona market as we continued
to see demand for our Wealthbuilder family of deposit products.

* Brokered and national market certificates of deposit decreased $27.21
million during 2003.

* Reflecting continued success of our expansion into new markets, the
Arizona operations of the Bank accounted for approximately 31.2 percent
of total loans and 19.9 percent of total deposits at December 31, 2003.

s Total common stockholders’ equity was approximately $38.69 million
at December 31, 2003, equivalent to book value per common share of
$14.07 (rangible book value per common share of §5.54).

During 2003, we continued to take actions which we believe will strengthen
the performance of our core businesses.

In banking, we opened our Scottsdale branch office, relocated our East
Camelback office in Phoenix to a more prominent and visible location,
acquired property for a branch office in Golden Valley, Minnesota and
acquired a mortgage banking operation.

In insurance, the acquisition of The Insurance Alliance of the Southwest
(“IASW?”) in December 2003 will help to increase the volume of our
insurance business.

We believe that we have achieved our goal of building a diversified business
base, which has long been a cornerstone of our strategy. We believe each of
our core businesses is well defined and well positioned to serve the needs of
our customers, while contributing to our long-term corporate financial
performance and share value creation.

We believe that our record financial performance in 2003 provides a
meaningful indication of our earnings potential. Looking ahead to 2004,
we hope to continue to derive benefits from our investments in expanding
our banking and insurance operations, and implementing programs to
encourage cross-selling across all of our business lines.

Executive Summary - 2002 vs, 2001. The following information
highlights key developments during 2002.

* Net income rose 63.8 percent, to $2.04 million ($0.75 per common
share on a diluted basis) compared with $1.25 million ($0.51 per share)
in 2001.

* QOur insurance segment made a strong contribution to 2002 profitability
with the acquisition of Milne Scali in April 2002.

* Noninterest income rose to 53.5 percent of gross revenues in 2002
compared with 39.1 percent in 2001.

* Noninterest income increased 87.0 percent in 2002, to $16.30 million
compared with $8.71 million in 2001.

* Insurance commission income accounted for $8.98 million, or 55.1
percent, of noninterest income, compared with $1.89 million, or 21.7
percent, in 2001.

* Net interest income in 2002 remained relatively flat at $13.08 million
compared with $13.55 million in 2001. Included in net interest income
were mark-to-market losses on the value of derivative contracts totaling
(8779,000) in 2002 and ($184,000) in 2001.

* Nert interest margin narrowed to 2.51 percent in 2002 compared with
2.63 percent in 2001.
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*» Noninterest expense rose 39.3 percent, to $25.33 million, for 2002
compared with $18.18 million for 2001. The 2002 increase primarily
reflected our expanded banking and insurance operations in Arizona,
including the acquisition of Milne Scali in April 2002, and the winding
down of the Fargo office of BNC Asset Management, Inc. (‘BNC AMI”).

+ Total assets were $602.23 million at December 31, 2002 compared with
$585.06 million one year earlier.

* Total loans increased $37.87 million, or 12.7 percent, to $335.79 million
at the end of 2002.

* The provision for credit losses in 2002 was $1.20 million compared
with $1.70 million in 2001.

* Loan charge-offs were $657,000 in 2002 compared with $1.27 million
in 2001.

+ The allowance for credit losses as a percentage of total loans at December
31, 2002 was 1.49 percent compared with 1.45 percent one year eatlier.
The ratio of the allowance for credit losses to total nonperforming loans
was 66 percent at December 31, 2002 compared with 99 percent one
year earlier.

* We had $7.63 million of nonperforming loans at December 31, 2002
compared with $4.38 million one year earlier.

¢ Total deposits rose 6.1 percent to $398.25 million at December 31,
2002 compared with $375.28 million one year earlier.

* Total common stockholders’ equity was approximately $36.22 million
at December 31, 2002, equivalent to book value per common share of
$13.41 (tangible book value per common share of $5.60).

¢ Net unrealized gains in our investment portfolio at December 31, 2002
were nearly $4.4 million,

During 2002, we also undertook a series of actions to sharpen the focus
and strengthen the performance of each of our three core businesses:
banking, insurance and brokerage/trust/financial services.

In banking, we sold our Fargo, North Dakota branch allowing us to redeploy
our resources in markets we believe present greater potential for proficability.

In insurance, the acquisition of Milne Scali in the second quarter of 2002
significantly increased the scale of our insurance business.

In brokerage/trust/financial services, in order to enhance the financial
options available to our customers, we formed a relationship with Raymond
James Financial Services, Inc. We also reorganized the management and
office network of BNC AMI to improve the productivity of this aspect of

our business.
Results of Operations

Net Interest Income, Net interest income, the difference between total
interest income earned on interest-carning assets and total interest expense
paid on interest-bearing liabilities, is the banking segment’s primary source
of earnings. The amount of net interest income is affected by changes in
the volume and mix of earning assets, the level of rates earned on those
assets, the volume and mix of interest-bearing liabilities and the level of
rates paid on those liabilities.

The following table sets forth, for the periods indicated, certain information
relating to our average balance sheet and reflects the yield on average assets
and cost of average liabilities. Such yields and costs are derived by dividing
income and expense by the average balance of assets and liabilities. All
average balances have been derived from monthly averages, which are
indicative of daily averages.
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MANAGEMENT’S DISCUSSION AND ANALYSIS

Analysis of Average Balances, Interest and Yields/Rates ()

For the Years ended December 31,

2003 2002 2001
Interest Average Interest Average [nterest Average
Average earned yieldor  Average earned yieldor  Average earned yield or
balance or paid cost balance or paid cost balance or paid cost
(dollars in thousands)
Assets
Federal funds sold/interest-
bearing due from .....coevoneienicreiinnnns $ 1,447 § 11 0.76% $ 3,795 § 66 1.74% $ 1,830 § 50 2.73%
Taxable INvestments .....ccvvvicerieerireririennes 203,051 7,803 3.84% 193,972 9,997 5.15% 206,572 12,716  6.16%
Tax-exempt INVESIMENLS uvevneencenrrecreriennn, 32,982 1,535  4.65% 19,979 977  4.89% 16,452 829 5.04%
Loans and leases (2) «.oovvvnrencncenrinnnninens 308,115 19,297 6.26% 307,227 20,778 6.76% 293,716 23,991 8.17%
Allowance for credit 10sses ...covvcerrirvnrrcenn. (4,909) — (4,579) — (4,153) -
Total interest-earning assets (3) ....c.c..... 540,686 28,646 5.30% 520,394 31,818 6.11% 514,417 37,586 7.31%
Noninterest-carning assets:
Cash and due from banks......cccovvvvrenee 11,733 13,706 11,997
Other o 48,249 34,946 19,388
Total assets from continuing operations ... 600,668 569,046 545,802
Assets from discontinued Fargo branch ..... — 22,258 22,2170
Total aSSETS cuvervreerrviereeeereeee e $600,668 $591,304 $568,072
Liabilities and Stockholders’ Equity
Deposits:
Interest checking and money
market aCCOUMES .vvvrviirererernrernrnins $186,796 2,189 1.17% $174,108 2,849  1.64%. $147,775 4,669  3.16%
SAVINGS oo 6,052 51  0.84% 4,511 39 0.86% 3,758 56 1.49%
Certificates of deposit:
Under $100,000 .......covrerrenreneriiennes 94,820 3,012 3.18% 104,964 4,068 3.88% 98,639 5,280 5.35%
£100,000 and over ....coovceurerenrcrnnrireenes 55,928 2,186 3.91% 73,639 3,286  4.46% 73,806 4,248  5.76%
Total interest-bearing deposits ........cco...c... 343,596 7,438 2.16% 357,222 10,242 2.87% 323,978 14,253 4.40%
Borrowings:
Short-term borrowings .....ccoovvvivricuranen. 21,942 382 1.74% 7,799 141 1.81% 10,206 441 4.32%
FHLB advances ..c..ccoevvvveiverninrivinnnnes 111,777 5,333 4.77% 97,711 6,214 6.36% 118,705 7,185  6.05%
Long-term borrowings .....covcveerccrrrens 8,623 387  4.49% 6,063 310 5.11% 8,378 777 9.27%
Subordinated debentures..... 22,141 1,728  7.80% 22,056 1,829 8.29% 13,542 1,377 10.17%
Total interest-bearing liabilities ........cc...... 508,079 15,268 3.01% 490,851 18,736 3.82% 474,809 24,033 5.06%
Noninterest-bearing demand accounts .. 40,022 33,951 28,474
Total deposits and interest-
bearing liabilities ... 548,101 524,802 503,283
Other noninterest-bearing liabilities 13,542 11,336 8,765
Liabilities from discontinued Fargo branch ....... — 20,476 24,654
Total liabilities .ocovrivrrerrriiverrinrirnne 561,643 556,614 536,702
Stockholders” equity ....ccovrvccrveonrinircrinnn. 39,025 34,690 31,370
Total liabilities and
stockholders” equity ....c..coonvvecrnenn. $600,668 $591,304 $568,072
Net INTErest INCOME ...v.vvvvrverrroriereerseevsrerernens $ 13,378 $ 13,082 $ 13,553
Net interest spread ......ooivvevcvcnirriniceniniinnas 2.29% 2.29% 2.25%
Net interest margin (4) ....oovvvcnoniinicniricnnns 2.47% 2.51% 2.63%
Ratio of average interest-earning assets
to average interest-bearing liabilities ..... 106.42% 106.02% 108.34%

(1) From continuing operations for all periods presented.

(2)  Average balances of loans and leases include nonaccrual loans and leases, and are presented net of unearned income. Loan fee amortization totaling approximately
$1.5 million, $1.3 million and $812,000 is included in loan interest income for the 12-month periods ended December 31, 2003, 2002 and 2001, respectively.
(3)  Tax-exempt income has not been presented on a taxable equivalent basis. Tax-exempt income of $1.5 million, $982,000 and $840,000 was recognized during the

years ended December 31, 2003, 2002 and 2001, respectively.

(4)  Ner interest margin equals net interest income divided by average interest-earning assets for the period.
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The following table illustrates, for the periods indicated, the dollar amount
of changes in our interest income and interest expense for the major
components of interest-earning assets and interest-bearing liabilities and
distinguishes between the increase related to higher outstanding balances

Analysis of Changes in Net Interest Income (1)

MANAGEMENT'’S DISCUSSIQON AND ANALYSIS

and the volatility of interest rates. Changes attributable to the combined
impact of volume and rate have been allocated proportionately to the change
due to volume and the change due to rate:

For the Years Ended December 31,

2003 Compared to 2002

2002 Compared to 2001

Change Due 10 Change Due to
Volume Rate Total Volume Rate Total
(in thousands)
Interest Earned on Interest-Earning Assets

Federal funds sold/interest-bearing due from ....... $ (30) $ (26) $ (56) $ 24 $ (8) $ 16
TAVESTITIENTS .voovvvcereerceercareenseeecnsie s ceenrcrnrecen 1,347 (2,982) (1,635) (533) (2,038) (2,571)
L0aNS oo 60 (1,541) (1,481) 1,172 (4,385) (3,213)

Total increase (decrease) in interest income ... 1,377 (4,549) (3,172) 663 (6.,431) (5,768)

Interest Expense on Interest-Bearing Liabilities

Interest checking and money market accounts ..... 228 (888) (660) 1,067 (2,887) (1,820)
SAVINGS o s 13 (1) 12 16 (33) (17)
Certificates of Deposit:

Under $100,000 oo (368) (688) (1,056) 367 (1,579) (1,212)

$100,000 a0 OVEr woereererescrcesroreeson (726) (374) (1,100) (10) (952) (962)
Short-term borrowings ... 246 (5) 241 (87) (213) (300)
FHLB advances ........cccevomeevceimcconmccmcenmmiermenens 1,198 (2,079) (881) (1,361) 390 (971)
Long-term borrowings .......ccocouevcvvrrvcnicnnirenincns 108 (31) 77 (178) (289) (467)
Subordinated debentures ......cocovverivemnccnicnnrinne. 7 (108) (101) 639 (187) 452
Total increase (decrease) in interest expense ........ 706 (4,174) (3,468) 453 (5.750) (5.297)
Increase (decrease) in net interest income............. $ 671 $ (375) $ 296 $ 210 § (681) $  (471)

(1) From continuing operations for all periods presented.

Year ended December 31, 2003 compared to year ended December 31, 2002,
Net interest income increased $296,000, or 2.3 percent, and totaled $13.4
million for 2003. Net interest spread and net interest margin adjusted to
2.29 and 2.47 percent, respectively, for the 12-month period ended
December 31, 2003 from 2.29 and 2.51, respectively, for the 12-month
period ended December 31, 2002.

Net interest income for the 12-month periods ended December 31, 2003
and 2002 reflected mark-to-market losses on the value of derivative
contracts totaling ($80,000) and ($779,000), respectively. Without the
mark-to-market adjustments on these derivative contracts for the two
periods, net interest margin would have been 2.49 percent for the 12

BNCCORP, INC. 2003 Annual Report

months ended December 31, 2003 and 2.66 percent for the 12 months
ended December 31, 2002.

The remaining fair value of our interest rate cap contracts on December 31,
2003 was $56,000. Therefore, net interest income in future periods can
only be negatively affected to that amount if the fair value of the contracts
were required to be written to $0. If the fair value of the derivative contracts
were to be increased in future periods due to increases in three-month LIBOR
(the rate upon which our current cap contracts are based), this would have
a favorable effect on net interest income in those future periods as favorable
adjustments to the fair value of the contracts would be reflected as reduced
interest expense.
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MANAGEMENT'S DISCUSSION AND ANALYSIS

The following condensed information summarizes the major factors combining to create the changes to net interest income, spread and margin during
2003 as compared to 2002. Lettered explanations following the summary describe causes of the changes in these major factors.

Net Interest Income Analysis - 2003 vs. 2002 (1)

For the Years Ended December 31, Change

2003 2002

{amounts in millions)

Total interest income decreased..............c.ccoconmcrmionnmeciniennneensesnssenee $ 287 $ 318 $ (3.1 (10)%

Due to:

Decrease in yield on interest-earnings assets ... 5.30% 6.11% (0.81)% (13)%
Driven by:

Decrease in yield 00 10ans (@) oo 6.26% 6.76% (0.50)% {(7)%

Decrease in yield on investments (b) ......oocceverinicnniimiiccnenme s 3.96% 5.13% (1.17)% (23)%
The decreases in yield on interest-earning assets were offset by:

Increase in average €arning aSSELS vu.vuvcmririiamiirismiismiea s $ 5407 $ 5204 $ 20.3 4%
Driven by:

Increase in average loans (€) ..o $ 3081 $  307.2 $ 0.9 0%

Increase in average investments (d) $ 236.0 $ 2140 $ 22.0 10%

Total interest expense decreased .......c..crwrrmercocmionromnmsnsns $ 15.3 $ 18.7 $ (3.4) (18)%

Due to:

Decrease in cost of interest-bearing liabilities ... 3.01% 3.82% (0.81)% (21)%
Driven by:

Decrease in cost of interest-bearing deposits (€) ........ccoererrinrivimrmnsionieininices e 2.16% 2.87% (0.71)% (25)%

Decrease in cost of borrowings (f) 4.76% 6.36% (1.60)% (25)%
These decreases were coupled with:

Increase in average interest-bearing liabilities .......courvvvnerieonicniivin o $ 5081 $ 4909 $ 172 4%
Driven by:

Increase in average borrowings (g) .., $ 1645 $ 1336 $ 309 23%
Offset by:

Decrease in average interest-bearing deposits (h) ..o, § 3436 § 357.2 $  (13.6) (4)%

(1) From continuing operations for all periods presented.

Our decreased loan yield is reflective of the lower interest rate environment during 2003. The lower rate environment was caused by several Federal Reserve
reductions in the Federal funds targer rate causing prime rate to decrease significantly during 2001 and continuing into 2002 and 2003. The daily average prime
rate in 2003 was 4.12 percent as compared to 4.68 percent for 2002. The lower prime rate caused floating rate loans to reprice at lower levels and new loans to be
originated at interest rate levels lower than those originated in the prior period.

The decreased yield on investments was also reflective of the lower interest rate environment during 2003.

Average loans remained relatively stable during 2003 in spite of a significant decline in period end loans at December 31, 2003 versus December 31, 2002.

Average investments increased in 2003 to maintain an acceptable average earning asset portfolio and related interest income. The increase in average investments in
2003 caused the mix in the earning asset portfolio to change resulting in downward pressure on net interest margin.

The decrease in cost of interest-bearing deposits was reflective of the lower interest rate environment during 2003, Floating rate deposit accounts repriced at lower
interest rate levels and certificates of deposit renewed or were originated at lower interest rate levels than those in the prior period.

2003 borrowing costs decreased due to the lower interest rate environment. The lower interest rates were reflected in decreased cost on our $15.0 million floating
rate subordinated debentures, our $8.5 million floating rate loan, floating rate Federal funds purchased and repurchase agreements with customers.

Average borrowings increased in 2003 due to higher average balances of Federal funds purchased, customer repurchase agreements and Federal Home Loan Bank

(“FHLB") advances.

Average deposits in 2003 decreased largely due to a $27.2 million reduction in brokered and national market certificates of deposit during the 12 months ended
December 31, 2003.
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Year ended December 31, 2002 compared to year ended December 31, 2001.
Net interest income decreased $471,000, or 3.5 percent, to $13.1 million.
Net interest spread and net interest margin adjusted to 2.29 and 2.51
percent, respectively, for the 12-month period ended December 31, 2002
from 2.25 and 2.63, respectively, for the 12-month period ended
December 31, 2001.
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Net interest income for the 12-month periods ended December 31, 2002
and 2001 reflected mark-to-market losses on the value of derivative contracts
totaling ($779,000) and ($184,000), respectively. Without the mark-to-market
adjustments on these derivative contracts for the two periods, net interest
margin would have been 2.66 percent for the 12 months ended December
31, 2002 and 2.67 percent for the 12 months ended December 31, 2001.
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The following condensed information summarizes the major factors combining to create the changes t net interest income, spread and margin during
2002 as compared to 2001. Lettered explanations following the summary describe causes of the changes in these major factors.

Net Interest Income Analysis - 2002 vs. 2001 (1)

For the Years Ended December 31, Change

2002 2001

(amounts in millions)

Total interest income decreased ............ccoooconnicmncnrvernicnncconicnerones $ 31.8 $ 37.6 $ (5.8) (15)%

Due to:

Decrease in yield on earnings assets .....coveconnriccmeciicermecocniciniens 6.11% 7.31% (1.20)% (16)%
Driven by:

Decreased yield on 10ans (2) ....ccomrcereericeriinericcennccmieioncreninnrennins 6.76% 8.17% (1.41)% (17)%

Decreased yield on investments (B) oo, 5.13% 6.07% (0.94)% (15)%
The decreased yields were offsec by:

Increased average €arning assets .....covoeereviciniseessnssiniiensinrienns $ 520.4 $ 514.4 $ 6.0 1%
Driven by:

Increase in average 10ans (€) v..c.coevvveiiinnrieccnncnninnicncsiesssionn. $ 307.2 $ 293.7 $ 13.5 5%
Offset by:

Decrease in average investments (d) .....covivnirierieeensiinsinninn $ 214.0 $ 223.0 $ (9.0) (4)%

Total interest expense decreased ..............coccooneiencinniinncccviiiinnine. $ 18.7 $ 24.0 $ (5.3) (22)%

Due to:

Decrease in cost of interest-bearing liabilities ........cccovvvmicericricinn, 3.82% 5.06% (1.24)% (25)%
Driven by:

Decrease in cost of interest-bearing deposits () 2.87% 4.40% (1.53)% (35)%

Decrease in cost of borrowings {f) .c.ccorvvivnice e, 6.36% 6.48% (0.12)% (2)%
These decreases in cost of interest-bearing liabilities were offser by:

Increase in average interest-bearing fiabilities......ccoorconmrivicriiiniiiinniiinnnn, $ 490.9 $ 474.8 $ 16.1 3%
Driven by:

Increase in average interest-bearing deposits (g) ....coovvurrcneriiinniiieniiinnns $ 357.2 $ 324.0 $ 33.2 10%
Offset by:

Decrease in average borrowings (h) ....ovvicnnnverininiininn $ 133.6 $ 150.8 $ (17.2) (11)%

(1) From continuing operations for all periods presented.

(a)  Our decreased loan yield is reflective of the significantly lower interest rate environment during 2002. The lower rate environment was caused by several Federal
Reserve reductions in the Federal funds target rate causing prime rate to decrease significantly during 2001 and continuing into 2002. The daily average prime rate
in 2002 was 4.68 percent as compared to 6.91 percent in 2001. The lower prime rate caused floating rate loans to reprice at lower levels and new loans to be
originated at interesr rate levels lower than those originated in the prior period.

(b)  The decreased yield on investments was also reflective of the lower interest rate environment during 2002.
() The increase in average loans was driven primarily by loan growth in the Arizona and Minnesota markets.

(d)  Average investments declined in 2002 as the portfolio was restructured to better manage our capital, shift our earning asset mix from investments to loans and
establish the proper forward-looking risk/reward profile for the investment portfolio.

(¢)  The decrease in cost of interest-bearing deposits was reflective of the lower interest rate environment during 2002. Floating rate deposit accounts repriced at lower
levels and certificates of deposit renewed or were originated at lower interest rate levels than those in the prior period.

(f)  Borrowing costs decreased due to the lower rate environment during 2002, the payoff of our 8 5/8 percent subordinated notes during 2001 and the adjustment of
the $15.0 million floating rate subordinated debentures in response to the lower rates in 2002.

()  Average interest-bearing deposits increased largely due to increases in the volume of our Wealthbuilder interest checking and money marker accouns originating
primarily in our Arizona and Minnesota markets.

(k) Average borrowings decreased due to lower averages of short-term borrowings, the pay down of $20.0 million of FHLB advances in early 2002, a continued shift
in our funding base from borrowings to core deposits and the retirement of our subordinated notes, which were outstanding through August 31, 2001.
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Net interest income and margin in future periods may be impacted by
several factors. Changes in net interest income are dependent upon the
volume and mix of interest-earning assets and interest-bearing liabilities,
the movement of interest rates and the level of nonperforming assets.
Achieving net interest margin growth is dependent on our ability to generate
higher-yielding assets and lower cost funding sources such as deposits and
borrowings. If variable index rates, such as the prime rate, were to decline,
we could experience compression of our net interest margin depending
upon the timing and amount of any reductions, as it is possible that interest
rates paid on some deposits and borrowings may not decline as quickly, or
to the same extent, as the decline in the yield on interest-rate-sensitive
assets such as commercial and other loans. Competition for checking,
savings and money market deposits, important sources of lower cost funds
for us, is intense. We could also experience net interest margin compression
if rates paid on deposits and borrowings increase, or as a result of new
pricing strategies and lower rates offered on loan products in response to
competitive pressures, rates on interest-bearing liabilities increase faster, or
to a greater extent, than the increase in the yield on interest-rate-sensitive
assets. The level and nature of the impact cannot be precisely ascertained.
Federal Reserve actions in response to economic developments can vary
causing prime and other rates to adjust and, in some cases, immediately
impact our interest-earning assets and interest-bearing liabilities.

These factors, including the competitive environment in the markets in
which we operate, the multitude of financial and investment products
available to the public and the monetary policies of the Federal Reserve,
can materially impact our operating results. Therefore, we cannor predict,
with any degree of certainty, prospects for net interest income and net
interest margin in future periods. See “Quantitative and Qualitative
Disclosures About Market Risk,” for information relating to the impact of
fluctuating interest rates on our future net interest income prospects.

Provision for Credit Losses. We determine a provision for credit losses
which we consider sufficient to maintain our allowance for credit losses at
a level considered adequate to provide for an estimate of probable losses
related to specifically identified loans as well as probable losses in the
remaining loan and lease portfolio that have been incurred as of each balance
sheet date. The provision for credit losses for the year ended December 31,
2003 was $1.5 million as compared to $1.2 million in 2002 and $1.7
million in 2001. Net loan and lease charge-offs were $1.7 million, or 0.56
percent of average loans and leases in 2003 compared with $521,000, or
0.17 percent in 2002 and $962,000, or 0.33 percent in 2001. The increase

in the provision for credit losses and net charge-offs in 2003 reflected the
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inclusion of certain commercial credits in the nonperforming loans category
and subsequent charge-off of some commercial loans.

The provision for credit losses is calculated as part of the determination of
the allowance for credit losses and the related provision for credit losses is a
critical accounting policy which involves consideration of a number of
factors such as loan growth, net charge-offs, changes in the composition of
the loan portfolio, delinquencies in the loan and lease portfolio, the value
of underlying collateral on problem loans, general economic conditions
and our assessment of credit risk in the current loan and lease portfolio.
Periodic fluctuations in the provision for credit losses result from our
assessment of the adequacy of the allowance for credit losses; however, actual
loan losses may vary from current estimares.

The allowance for loan losses totaled $4.8 million at December 31, 2003
compared with $5.0 and $4.3 million at December 31, 2002 and 2001,
respectively. See Note 1 to the Consolidated Financial Statements, -
Financial Condition-Loan Portfolio-Allowance for Credit Losses” and “-
Critical Accounting Policies” for further discussion of the components of
the allowance for credit losses, our systematic methodology for determining
the adequacy of the allowance and additional data pertaining to charge-
offs, recoveries and other related information.

Noninterest Income. Noninterest income, primarily driven by insurance
commissions, is becoming a more significant source of revenues for us as
we continue to emphasize our goal of focusing on local relationship banking
and providing a broad range of financial products and services that will
meet the needs of our customers, both commercial and consumer. Qur
noninterest income increased approximately $4.5 million, or 27.7 percent,
in 2003 largely due to a full year of insurance commission income generated
by Milne Scali, which we acquired in April 2002. Service charges, trust
and financial services income and rental income also increased in 2003
while fees on loans, net gain on sales of securities and brokerage income
declined. Noninterest income increased approximately $7.6 million, or 87.0
percent, in 2002 largely due to insurance commission income generated
by Milne Scali. Fees on loans, net gain on sale of securities and service
charges also increased, while brokerage income and trust and financial
services income declined.

The following table presents, for the periods indicated, the major categories
of our noninterest income as well as the amount and percent of change
between each of the periods presented. Related information and significant
changes are discussed in lettered explanations following the table:
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Noninterest Income (1)

Insurance commissions ..........c.oren. $ 14,568 $ 8981 $ 1,891 $ 5,587 62% $ 7,090 375% (a)
Fees on loans ...cc.ooconvnrneiniiniiens 2,022 2,169 1,936 (147) (7)% 233 12% (b)
Trust and financial services ............. 1,009 751 899 258 34% (148) (16)% (c)
Net gain on sales of securities........... 968 1,870 1,396 (902) (48)% 474 34% (d)
Service charges ......c.onvnirenicnens 909 755 636 154 20% 119 19% (e)

f)

Increase (Decrease)

For the Years Ended December 31, 2003 - 2002 2002 - 2001
2003 2002 2001 $ % $ %

(in thousands)

Brokerage income.. . 420 1,094 1,407 (674) (62)% (313) (22)% (
Rental income ....o.ovevrcrnierienniins 212 89 54 123 138% 35 65% (q)
Other .o 704 587 495 117 20% 92 19%
Total noninterest income ..........o..... $ 20812 $ 16,296 $ 8714 $ 4516 28% $ 7,582 87%

(1) From continuing operations for all periods presented.

(a)

()

(d

Insurance commissions. In 2003, insurance commissions increased due to a full year of production of Milne Scali, acquired in April 2002. Insurance commissions
in 2002 increased dramatically also due to the acquisition of Milne Scali. Contingency fees (received primarily during the first quarter of each year) included in the
amounts above totaled approximarely $990,000, $124,000 and $27,000 for the years ended December 31, 2003, 2002 and 2001, respectively.

Fees on loans. The decrease in noninterest income loan fees in 2003 primarily reflects a decline in loan generation due to reduced loan demand which was reflective
of the economic environment during 2003. The increase in loan fees for 2002 is largely attributable 1o loans originated and sold on the secondary market. Loan
volume generation and the related loan fees associated with such loans can be subject to significant fluctuations making it difficult to anticipate the amount of loans
that will be originated or placed and related Joan fees that will be recognized in future periods.

Trust and financial services. The 2003 increase reflects a $488,000 fee recognized by the BNC National Bank’s (the “Bank’s”) financial services division for
management of the sale of two companies on behalf of a customer. This fee was offset by decreases in other fee income in the trust and financial services division
including the loss of fee income associated with the BNC U.S. Opportunities Fund LLC, which was terminated during 2003. The 2002 decrease in trust and
financial services revenue is attriburable to reduced fees from the BNC U.S. Opportunities Fund LLC as such fees were primarily a function of the asset size of the
fund and the fund decreased during 2002. The fund’s size was also negatively impacted by the overall decline in equity markets in 2002.

Net gain on sales of securities. Net gain on sales of securities varies depending on the nature of investment securities sales transacted during the respective periods.
The net gain on sales of securities in 2002 was primarily a result of repositioning the investment portfolio’s forward-looking risk/reward profile. We cannot
guarantee our ability to generate realized gains in the future such as those recognized during the most recent three years given the current absolute low level of
interest rates. In the future, the investment portfolio risk/reward management process may require us to recognize net realized losses in order to optimize the
forward-looking profile of the portfolio.

Service charges. Service charges increased in 2003 and 2002 as the Bank continued to increase its Wealthbuilder interest checking and money market account
volume along with an increase in non-interest bearing deposits which are primarily business deposit relationships that tend to utilize a greater level of fee-based

deposit services.

Brokerage income. In 2003, brokerage income declined largely due to the Bank having fewer brokers on staff in Minnesota, In 2002, brokerage income declined as
a result of market conditions and a decrease in the number of brokers at BNC AMI, including the closing of BNC AMI's Fargo office in September.

Rental income. The increase in rental income in 2003 is attributable to the rental of space associated with some of the Company’s new facilities.
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Noninterest Expense. Noninterest expense increased approximately $2.0 The following table presents, for the periods indicated, the major categories
million, or 7.7 percent, in 2003 primarily as a result of the April 2002 of our noninterest expense as well as the amount and percent of change
Milne Scali acquisition and our expanding presence in the Arizona market. between each of the periods presented. Related information and significant
Noninterest expense increased approximately $7.1 million, or 39.3 percent, changes are discussed in lettered explanations below the table:

in 2002 also due 1o the April 2002 acquisition of Milne Scali and our
expanded presence in the Arizona market.

Noninterest Expense (1)

Increase (Decrease)

As of December 31, 2003 - 2002 2002 - 2001

2003 2002 2001 $ % $ %

(in thousands)

Salaries and employee benefits ........ $ 16,478 $ 14,723 $ 9,911 $ 1755 12% $ 4812 49% (a)
OCCUPANCY woneecenrimriieeveriierinennae 2,306 2,235 1,661 71 3% 574 35% (b)
Depreciation and amortization ....... 1,458 1,320 1,123 138 10% 197 18% (c)
Office supplies, telephone

and POSTage «...cvveercermceneinninnns 1,214 1,106 940 108 10% 166 18% (d)
Professional services ........o.covrerennnee. 1,146 1,495 1,326 (349) (23)% 169 13% (e)
Amortization of intangible assets..... 1,063 881 482 182 21% 399 83% (f)
Marketing and promotion................ 803 749 709 54 7% 40 6%
FDIC and other assessments ........... 201 214 193 (13) (6)% 21 11%
Repossessed and impaired asset

expenses/write-offs ... cconrcconricons 40 142 40 (102) (72)% 102 255%
OUhEr  commereeeesnseesese s 2,581 2,464 1,797 117 5% 667 3% (g)
Total noninterest expense ................ $ 27,290 $ 25,329 $ 18,182 $ 1,961 8% $ 7,147 39%
Efficiency ratio «...oeecnccncconnrcnnniens 79.82% 86.22% 81.65% (6.40)% 4.57% (h)
Total operating expenses as a

percent of average assets............... 4.54% 4.45% 3.33% 0.09% 1.12% (i)

(1) From continuing operations for all periods presented.

(a)

O]

®

(g

(b

Salaries and employee benefits. The 2003 increase is largely attributable to the addition of banking personnel, particularly in the Arizona market. The 2002 increase
represents the addition of approximately 85 Milne Scali employees effective April 16, 2002 as well as additional employees added in the Arizona market. Average
full time equivalents for each year in the three-year period ended December 31, 2003 were 276, 253 and 189, respectively.

Occupancy. Occupancy expenses remained relatively stable in 2003 as the restructuring of some of the Company’s facilities leases offset expansion in the Arizona
market. The 2002 increase reflects increased activity in the Arizona market and the addition of Milne Scali in April 2002.

Depreciation and amortization. Depreciation and amortization expenses increased in 2003 and 2002 due to the Milne Scali acquisition along with costs associated
with additional expansion in the Arizona market.

Office supplies, telephone and postage. Increases in this line item in 2003 and 2002 are associated with the Milne Scali acquisition and additional expenses
associated with expansion in the Arizona market.

Professional services. The 2003 decrease is artributable to decreased expenses in a number of areas including brokerage clearing and retainage expense (resulting
from the decrease in associated brokerage revenue), appraisal and recording fees, audit fees, other consulting fees, legal and collection fees and software support fees.
The 2002 increase in professional services represents increases in legal fees (including those incurred by Milne Scali), software support fees and other consulting and
investment banking fees.

Amortization of intangible assets. 2003 reflects a full year of amortization of the Milne Scali books of business intangibles. The increase in 2002 primarily represents
the amortization of the insurance books of business intangibles booked in the Milne Scali acquisition in April 2002.

Other. The 2002 increase represents increases in several miscellaneous line items included in this category (some of which are associated with the acquisition of
Milne Scali in April 2002) and include increases in insurance premiums, Office of the Comptroller of the Currency assessments, travel expenses, dues and
publications, data processing fees and expenses associated with winding down the BNC AMI operations in Fargo.

Noninterest expense divided by an amount equal to net interest income plus noninterest income.

Total operating expenses as a percent of average assets have increased as our profile has changed from thar of a traditional banking organization to an organization
with a broader base of financial product and service offerings the revenues and expenses of which are generally not asset-based.
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Income taxes. We recorded income tax expense of $1.6 million, $822,000
and $691,000 for the years ended December 31, 2003, 2002 and 2001,
respectively. Our effective tax rates were 29.14, 28.87 and 28.96 percent
for the 12-month periods ended December 31, 2003, 2002 and 2001,
respectively. The effective tax rates were lower than the statutory rates
principally due to tax-exempt income on municipal securities.

The determination of current and deferred income taxes is a critical
accounting policy which is based on complex analyses of many factors

Financial Condition

Overview. Although subsequent sections of this discussion and analysis of
financial condition address certain aspects of our major assets and liabilities
in significant detail, the following two tables are presented as a general
overview of the financial condition of the Company.

including interpretations of Federal and state income tax laws, the
differences berween tax and financial reporting basis of assets and liabilities
(temporary differences), estimates of amounts due or owed, the timing of
reversal of temporary differences and current financial accounting standards.
Actual results could differ significantly from the estimates and
interpretations used in determining the current and deferred income tax
liabilities. Additional detail on income taxes is provided in Note 24 to the
Consolidated Financial Statements.

Total assets increased approximately $19.2 million, or 3.2 percent, between
December 31,2002 and December 31, 2003 and approximately $17.2 million,
or 2.9 percent, between December 31, 2001 and December 31, 2002. Our
total assets at December 31, 2003 were approximately $621.5 million.

The following table presents our assets by category as of December 31, 2003, 2002 and 2001, as well as the amount and percent of change between the
dates. Significant changes are discussed in lettered notes following the table (amounts are in thousands):

Increase (Decrease)

Assets As of December 31, 2003 - 2002 2002 - 2001
2003 2002 2001 $ % $ %
Cash and due from banks .............. . § 12,520 $ 16,978 $ 16,346 $ (4,458) (26)% $ 632 4% (a)
Interest-bearing deposits
with banks ..coovcenccenicnniinninins — 159 126 (159) (100)% 33 26%
Federal funds sold ....cccoccommurrnnnne. — — 7,500 — — (7,500) (100)% (b)
Investment securities
available for sale v 262,568 208,072 211,801 54,496 26% (3,729) @)% (c)
Federal Reserve Bank and Federal
Home Loan Bank stock 7,596 7,071 7,380 525 7% (309) (4)%
Loans and 16ases, NE vovvrrrererr 278,792 330,788 293,599 (51,996) (16)% 37,189 13% (d)
Premises and equipment, net .......... 18,570 11,100 9,180 7,470 67% 1,920 21% (e)
Interest receivable ....coonvecorirniiiinnns 2,462 2,856 3,008 (394) (14)% (152) (5)%
Oher 855685 vrvrereerseesrersrssers 15,507 4,119 4,856 11,388 276% (737) (15)% ()
Goodwill verrcrrceeriannieen 15,089 12,210 437 2,879 24% 11,773 2,694% (g)
Other intangible assets, net ............. 8,373 8,875 1,734 (502) (6)% 7,141 412% (h)
Assets of discontinued
Fargo operations — — 29,090 — — (29,090) (100)% (i)
Total a$SELs overvvervvcermrrnrrernnnne $ 621,477 $ 602,228 $ 585,057 $ 19,249 3% $ 17,171 3%

(a)  Cash and due from banks. The 2003 decrease in cash and due from banks is primarily actributable to an account reclassification program that was implemented
during 2003 and results in the Bank holding less cash ar the Federal Reserve.

(b)  Federal funds sold. Federal funds sold can fluctuate on a daily basis depending upon our liquidity management activities. There were no Federal funds sold

outstanding at December 31, 2002 or 2003.

(¢)  Investment securities available for sale. During 2003, investment securities available for sale increased as loan volume decreased (see (d) below) and we mainrained

a somewhat static earning asset portfolio.

(d)  Loans and leases. Loan volume in 2003 was negatively impacted by planned loan reductions and the completion of some financed commercial real estate projects.
The loan reductions were not offset by loan growth due to a lack of loan demand driven by economic conditions during the year. The 2002 increase in loans
represented loan growth primarily in the Arizona and Minnesota markets. Due to current economic and other conditions, it is difficult to predict, with any degree

of certainty, loan volume in future periods.
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Premises and equipment, net. The 2003 increase is attributable to the purchase of the Milne Scali building in Phoenix, Arizona in March 2003 for its appraised
value of $3.9 million, the construction of a facility in Scottsdale, Arizona, leasehold improvements related to the relocation of our office at 2725 East Camelback
Road, Phoenix to 2425 East Camelback Road, the purchase of property in Golden Valley, Minnesota and some improvements to our office building at 322 East
Main Avenue, Bismarck, North Dakota.

Other assets. The 2003 increase in other assets is primarily attributable to the purchase of $10.0 million of bank-owned life insurance during the third quarer of
2003.

Goodwill. Goodwill increased in 2003 due to a $2.3 million earnout payment related to the purchase of Milne Scali and the purchase of IASW in December 2003.
Goodwill increased significantly in 2002 due to the acquisition of Milne Scali in April 2002.

Other intangible assets. The 2002 increase in other intangible assets represents insurance books of business intangibles acquired in the Milne Scali acquisition of
April 2002,

Assets of discontinued Fargo operations. The Fargo branch of the Bank was sold on September 30, 2002. The assets indicated for December 31, 2001 represent the
assets actributable to that branch as of that date.

Our toral Labilities increased approximately $16.8 million, or 3.0 percent, The following table presents our liabilities and stockholders’ equity by
between December 31, 2002 and December 31, 2003 and increased $10.1 category as of December 31, 2003, 2002 and 2001, as well as the amount
million, or 1.8 percent, berween December 31, 2001 and December 31, and percent of change between the dares. Significant changes are discussed
2002. Toral liabilities at December 31, 2003 were approximately $581.3 in lettered notes following the table (amounts are in thousands):

million. Stockholders’ equity was approximately $40.2, $37.7 and $30.7

million at December 31, 2003, 2002 and 2001, respectively.

Liabilities, Subordinated Debentures and Stockholders’ Equity

Increase (Decrease)

As of December 31, 2003 - 2002 2002 - 2001
2003 2002 2001 $ % $ %
Deposits:
Noninterest-bearing ........ccccvcornccnns $ 44,725 $ 44,362 $ 30,521 $ 363 1% $ 13,841 45% (a)
Interest-bearing -
Savings, interest checking
and money market .....coocrercnn. 215,525 187,531 160,721 27,994 15% 26,810 17% (b)
Time deposits $100,000
and oVer ... 46,569 64,905 78,969 (18,336) (28)% (14,064) (18)% (c)
Other time deposits 89,123 101,447 105,066 (12,324) (12)% (3.619) (3)% (d)
Short-term borrowings 31,383 28,120 760 3,263 12% 27,360 3,600% (e)
FHLB advances ........ccoococomrerevrencces 112,200 97,200 117,200 15,000 15% (20,000) (17)% (f)
Long-term borrowings .........c.occcu 8,640 8,561 13 79 1% 8,548  65,754% (q)
Guaranteed preferred
beneficial interests in Company’s
subordinated debentures ............. 22,397 22,326 22,244 71 0% 82 0%
Other liabilities ..coooocvvvvriciienann, 10,729 10,053 6,192 676 % 3,861 62%
Liabilities of discontinued
Fargo operations ... — — 32,692 — - (32,692) (100)% (h)
Total liabilities ...coo..vrcrircnnnee 581,291 564,505 554,378 16,786 3% 10,127 2%
Stockholders’ equity ...coovvvervcrnicnne. 40,186 37,723 30,679 2,463 7% 7,044 23% (i)
Total e $ 621,477 $ 602,228 $ 585,057 § 19,249 3% $ 17,171 3%
(a}  Noninterest-bearing deposits. Noninterest-bearing deposits can fluctuace significancly on a daily basis due to transactions associated primarily wich commercial
customers. The increase in 2002 also reflects new commercial and retail customer activity in the Arizona and Minnesota markets.
(b)  Savings, interest checking and money marker. Increases in this category are attributable to the continued popularity of our Wealthbuilder deposit products and
reflect deposit growth primarily in the Arizona market for 2003 and in the Arizona and Minnesota markets in 2002.
(¢}  Time deposits $100,000 and over. Time deposits $100,000 and over declined in 2003 and 2002 primarily because of a decrease in brokered and national market

certificates of deposit during the two periods. Brokered deposits totaled $18.6 million at December 31, 2003 compared to $31.4 and $34.4 million at December
31, 2002 and 2001, respectively. National certificates of deposit acquired through national networks totaled $12.9 million at December 31, 2003 compared to
$27.3 million at December 31, 2002 and $34.0 million at December 31, 2001. [n 2003 we allowed brokered and national market certificates of deposit to run off
and be replaced by growth in the Wealthbuilder interest checking and money market account categories. In 2002, we allowed national market certificates of deposit
to run off and be replaced by growth in the Wealthbuilder interest checking and money market account categories.
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(d)  Other time deposits. The 2003 decline is partially attributable to the $27.2 million decrease in brokered and national market certificates of deposit. Additionally,
time deposits declined partly because a number of certificates of deposit, held by credit unions and other financial institutions (with balances averaging $99,000)
matured and the funds were not reinvested.

{e)  Short-term borrowings. The increase in short-term borrowings in 2002 reflects $15.0 million of Federal funds purchased at December 31, 2002 coupled with $13.1
million of repurchase agreements with customers. These repurchase agreements are renewable daily.

{(f)  FHLB advances. $10.0 million of FHLB advances held at December 31, 2002 matured in January 2003 and, during the third quarter of 2003, we converted $20.0
million of short-term FHLB advances to $30.0 million of longer term FHLB advances maturing in 2005 and 2006. Additionally, $20.0 million of FHLB advances
matured in early 2002 and were not replaced due to the availability of other funding sources.

(g Long-term borrowings. The 2002 increase reflects the $8.5 million long-term note originated at the time of the Milne Scali acquisition in April 2002.

{h}  Liabilities of discontinued Fargo operations. The Fargo branch of the Bank was sold on September 30, 2002, The liabilities indicared for December 31, 2001
represent the liabilities attributable to that branch as of that date.

®

Stockholders’ equiry. The increase in 2003 primarily reflects $3.8 million of earnings offset by a $1.7 million decrease in unrealized holding gains on securities
available for sale, net of income taxes and reclassification adjustment. The increase in 2002 reflects $1.5 million of preferred stock issued in 2002, $2.5 million of
common stock issued in conjunction with the Milne Scali acquisition in April 2002, $2.0 million of earnings recorded in 2002 and $1.1 million in after-tax
unrealized holding gains on securities available for sale arising during the period.

Investment Securities Available for Sale. Our investment policy is designed
to enhance net income and return on equity through prudent management
of risk, ensure liquidity for cash-flow requirements, help manage interest
rate risk, ensure collateral is available for public depeosits, advances and
repurchase agreements and manage asset diversification. In managing the
portfolio, we seek a balance between current income (vield) and future
market value volatility, while simultaneously managing credit and liquidicy
risks. The goal of this process is to maximize our longer term profitability
as well as the economic performance of the portfolio over the long-term.

Investments are centrally managed in order to maximize compliance
{Federal laws and regulations place certain restrictions on the amounts
and types of investments we may hold) and effectiveness of overall investing
activities. The primary goal of our investment policy is to contribute to
our overall profitability. The objective is to purchase and own securities

Investment Portfolio Composition (1)

and combinations of securities with good risk/reward characteristics.
“Good” risk/reward securities are those identified through thorough analysis
of the cash flows and potential cash flows as well as market value and
potential future market value of the security in question given various
interest rate scenarios. Investment strategies are developed in light of a
constant view of our overall asset/liability position. As it relates to investment
strategies, the focus of our Asset/Liability management committee
{("ALCO?”) is to determine the impact of interest rate changes on both future
income and market value of securities in the portfolio. See “Quantitative
and Qualitative Disclosures about Marker Risk,” for additional information
relating to the impact of fluctuating interest rates on our net interest income,
including income generated by our investment securities portfolio.

The following table presents the composition of the available-for-sale
investment portfolio by major category as of the dates indicated:

December 31,
2003 2002 2001
Estimated Estimated Estimarted
Amortized fair market Amortized fair market Amortized fair market
cost value cost value cost value
(in thousands)
U.S. government agency

mortgage-backed securities .. coviieiccriicirninne. $ 14,374 14,755 $ 47,072 $ 47,576 $ 42,027 $ 41,946
U.S. government agency SeCUities ......vvvvcerniiinees 961 1,083 4,608 5,203 4,396 4,495
Collateralized mortgage obligations .........ccoorveenncees 210,760 209,676 122,795 124,480 135,423 137,268
State and municipal bonds ......ccocoveiciniconncceiveinees 32,909 35,056 27,276 28,815 16,952 17,481
Corporate bonds 1,939 1,998 1,938 1,998 10,329 10,611
Total investments $ 260,943 § 262,568 $ 203,689 § 208,072 § 209,127 $ 211,801

(1)From continuing operations for all periods presented.

BNCCOREP, INC. 2003 Annual Report



MANAGEMENT’S DISCUSSION AND ANALYSIS

The following rable presents maturities for all securities available for sale (other than equity securities) and yields for all securities in our investment
portfolio at December 31, 2003:

Investment Portfolio - Maturity and Yields

Maturing
After 1 but After 5 but
Wichin 1 year within 5 years within 10 years After 10 years Total
Amount  Yield @ Amount Yield @ Amount Yield @ Amount Yield @ Amount  Yield ¥

U.S. government

agency mortgage-

backed securities (2) 3) .. § — - $ - — $ 5,417 4.34% $ 8,957 — $ 14,374 4.89%
U.S. government

agency securities (2) ........ — — 961 10.18% — — — - 961 10.18%
Collateralized mortgage

obligations (2) (3) ........... — — 1,631 6.90% 16,074 3.74% 193,055 4.03% 210,760  4.03%
State and municipal

bonds (2) oo — — — — 2,145 7.09% 30,764 7.06% 32,909 7.06%
Corporate bonds (2) ............ — — — — — — 1,939 3.36% 1,939 3.36%
Total book value of

investment securities ....... $ - — § 2592 8.12% $ 23,636 4.18% $ 234,715 4.46% 260,943  4.47%
Unrealized holding gain on - - - -

securities available for sale .. 1,625
Total investment in securities

available for sale (4) ........ $ 262,568  4.45%

(1) Yields include adjustments for tax-exempt income; yields do not reflect changes in fair value that are reflected as a separate component of stockholders’ equity (except
as noted in {4) below).

(2)  Based on amortized cost/book value.

(3)  Marurities of mortgage-backed securities and collateralized mortgage obligations (“CMOs”) are based on contractual marurities. Actual maturities may vary because
obligors may have the right to call or prepay obligations with or without call or prepayment penalties.

(4)  Yield reflects changes in fair value thar are reflected as a separate component of stockholders’ equity.
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As of December 31, 2003, we had $262.6 million of available-for-sale
securities in the investment portfolio as compared to $208.1 and $211.8
million at December 31, 2002 and 2001, respectively, based on fair value
of the securities on those dates. During 2003, the amount of available-for-
sale securities increased $54.5 million in order to maintain earning asset
portfolio levels while planned loan reductions and the completion of some
financed commercial real estate projects reduced the loan portfolio by $52.2
million. Much of the increase in available-for-sale securities was directed
toward CMOs because of their economic risk/reward profiles (due to the
structure of the CMO cash flows) relative to mortgage-backed or other
types of securities and the ability to pledge such securities as collateral for
borrowings at the FHLB. In the process of carrying out the portfolio
management objective to purchase securities and combinations of securities
with good economic risk/reward characteristics, we decreased U.S.
government agency mortgage-backed securities and U.S. government agency
securities by $32.8 and $4.1 million, respectively, and increased CMOs
and state and municipal bonds by $85.2 and $6.2 million, respectively.
Given our earnings during 2003 and the forecasted level of future earnings,
we increased our holdings of state and municipal bonds by $6.2 million in
order to increase our level of tax-exempt income.

The fizst half of 2003 saw the level of interest rates, including interest rates
for mortgages, decline to record or near record lows. The pace of mortgage
refinancing reached record levels in the second quarter of 2003. During
the third quarter of 2003, interest rates rose from the record lows of the
first half of the year. This decreased mortgage prepayments from their earlier
levels. This made 2003 a volatile year for interest rates and mortgage
prepayments. The ongoing portfolic management process described above
and individual security risk/reward analysis led to the sale of individual
securities whose forward-looking risk/reward profiles given the changed
interest rate and prepayment environments were inferior to other securities
available for purchase. This analysis and ongoing management of the
portfolio’s forward looking risk/reward profile resulted in transactions that
generated net realized securities gains of $968,000 during 2003. We cannot
guarantee our ability to generate realized gains in the future such as chose
recognized during the most recent year given the current absolute low level
of interest rates. In the future, the risk/reward management process may
require us to recognize net realized losses in order to optimize the forward-
looking economic profile of the portfolio.

During 2002, we increased U.S. government agency mortgage-backed
securities, U.S. government agency securities, and state and municipal
bonds by $5.6 million, $708,000 and $11.3 million, respectively and
decreased CMOs and corporate debt securities by $12.8 and $8.6 million,
respectively. The $8.6 million reduction in corporate debr securities during
2002 allowed us to manage our risk-based capital position as such securities
are risk-weighted at 100 percent for risk-based capital purposes. Given
our earnings in the third and fourth quarters of 2002 and our then
forecasted level of future earnings, we increased our holdings of state and
municipal bonds by $11.3 million in order to increase our level of future
tax-exempt income. In addition to the role state and municipal bonds

play in managing our tax position, state and municipal bonds offer an
attractive risk/reward profile when considered in combination with other
securities in the portfolio (CMOs and mortgage-backed securities} and
our overall balance sheet position.

In addition, during 2002, mortgage rates declined to their lowest levels in
decades. This decrease in mortgage rates increased the level of mortgage
refinancing and prepayments for U.S. government agency mortgage-backed
securities and CMOs. The ongoing portfolio management process and
individual security risk/reward analysis described above led to the sale of
individual securities whose forward-looking risk/reward profiles given the
lower interest rate and increased prepayment environment were inferior to
other securities available for purchase. This analysis and ongoing
management of the portfolio’s forward looking risk/reward profile resulted
in transactions that generated net realized securities gains of $1.9 million

during 2002

In 2001, as a result of 475 basis points of monetary easing over the course
of the year, the yield curve experienced a significant downward shift and
increase in slope relative to 2000. The ongoing portfolio management process
and individual security risk/reward analysis described above led to the sale
of individual securities whose forward-looking risk/reward profile given
various interest rate scenarios was inferior to other securities available for
purchase. The need to optimize the risk/reward profile of the portfolio as a
whole in addition to the reduction in the portfolio size as more earning
assets were shifted to loans resulted in transactions that generated net realized
securities gains of $1.4 million.

At December 31, 2003, we held no securities of any single issuet, other
than U.S. government agency securities and agency mortgage-backed
securities and CMOs, that exceeded 10 percent of stockholders’ equity. A
significant portion of our investment securities portfolio (approximarely
89 percent at December 31, 2003) was pledged as collateral for public
deposits and borrowings, including borrowings with the FHLB.

Federal Reserve Bank and Federal Home Loan Bank Stock. Our equity
securities consisted of $1.2 million, $1.2 million and $849,000 of Federal
Reserve Bank (“FRB”) stock at December 31, 2003, 2002 and 2001,
respectively, and $6.4, $5.8 and $6.5 million of FHLB stock at December
31,2003, 2002 and 2001, respectively. Our holdings in FRB stock increased
due to the amount of capital stock issued by the Bank. Our holdings in
FHLB stock fluctuate due to the level of FHLB advances outstanding. From
2001 to 2003, our investment in FHLB stock fluctuated with our usage of
FHLB advances.

Loan Portfolio. The banking segmen(’s primary source of income is interest
earned on loans. Total loans, net of unearned income and unamorrized fees
and costs, decreased §52.2 million, or 15.6 percent, to $283.6 million at
December 31, 2003 as compared to $335.8 million at December 31, 2002.
In 2002, net loans increased $37.9 million, or 12.7 percent, as compared to
December 31, 2001. The following table presents the composition of our
loan portfolio as of the dates indicated:
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Loan Portfolio Composition (1)

December 31,
2003 2002 2001 2000 1999
Amount % Amount % Amount % Amount % Amount %

(dollars in thousands)

Commercial and industrial $ 73,001 26.2 $ 94,075 28.4 $ 103,883 354 $109,335 43.9 $108,593 43.2
Real estate mortgage ... 129,443 46.4 147,825 44.7 123,727 42.1 85,082 34.1 88,251 35.1
Real estate construction .. 60,056 21.5 62,926 19.0 34,225 11.7 21,879 8.8 15,684 6.3
Agricultural ... 12,529 4.5 18,023 5.5 19,069 6.5 15,016 6.0 15,906 6.3
Consumer/other . 6,277 2.3 8,227 2.5 9,953 3.4 11,552 4.6 14,559 5.8
Lease financing ........ccocececroverirvrene 2,757 1.0 5,584 1.7 7,578 2.6 10,154 4.1 11,214 4.5
Total principal amount of loans...... 284,063 101.9 336,660 101.8 298,435 101.7 253,018 101.5 254,207 101.2
Unearned income and net

unamortized deferred

fees and COSTS e (508)  (0.2) (866)  (0.3) (511)  (0.2) (265) (0.1) (198) (0.1)
Loans, net of unearned income and

unamortized fees and costs ....... 283,555 101.7 335,794 101.5 297,924 101.5 252,753 101.4 254,009 101.1
Less allowance for credit losses ... (4,763) (1.7) (5,006) (1.5) (4.325) (1.5) (3,588) (1.4) (2.872) (1.1)
Net 10ans .....oeoverrienrerernneninieinnins § 278,792  100.00 $ 330,788 100,00 $ 293,599 100.00 $ 249,165 100.00 §$251,137 100.00

(1) From continuing operations for all periods presented.

The following table presents, for the periods indicated, the amount and percent of change in each category of loans in our loan portfolio. Significant
changes are discussed in lettered explanations below the table:

Change in Loan Portfolio Composition (1)

Increase (Decrease)

2003 - 2002 2002 - 2001

$ % $ %

(dollars in thousands)

Commercial and industrial $  (21,074) (22)% $  (9.808) (9)% (a)
Real €State MOITGAZE .c.vovvrcevrremceriericermrin st e (18,382) (12)% 24,098 19% (b)
Real €State CONSITUCTION worcerrviermcernicesiveenmrisnisiercsnscemcenmreesinerenineenes (2,870) (5)% 28,701 84% (c)
Agricultural ..o e (5,494) (30)% (1,046) (5)% (d)
ConSUMET/OTRET ... cevviccnnieren e cemcars e e s (1,950) (24)% (1,726) (17)%
Lease fINANCing ... e (2,827) (51)% (1,994) (26)%
Total principal amount of loans ... (52,597) (16)% 38,225 13%
Unearned income/unamortized fees and costs 358 41% (355) (69)%
Loans, net of uncarned income/unamortized fees and costs ......ccovveue. (52,239) (16)% 37,870 13%
Allowance for credit loSSES ...vcovrvurrrieriinicrerrmcennceenieninmcens 243 5% (681) (16)%
NEE LONS v crvvrcrerieerinicecenaiesssse e st nssess s $  (51,996) (16)% $ 37,189 13%

(1) From continuing operations for all periods presented.

(a) Commercial and industrial loans. Commercial and industrial loans decreased in 2003 duc to planned loan pay-downs, loan pay- offs and the lack of loan

demand due to economic conditions. The decrease in 2002 reflects general pay-down of loans in the ordinary course of business.

(b)  Real estate mortgage loans. The decrease in real estate moregage loans during 2003 refleccs the completion of some financed commercial real estate projects. The
increase in 2002 is ateributable to commercial real estate Joan growth primarily in the Arizona and Minnesota markets.

(c) Real estate construction loans. The increase in 2002 is attributable to commercial real estate construction loan growth primarily in the Arizona and
Minnesota markets.

(d)  Agricultural loans. The 2003 decrease is primarily due to loan pay-offs in the North Dakota market.
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While prospects for loan growth appear to be developing in some of our
markets, future loan growth potential is subject to volality. Our loan
portfolio is concentrated in commercial, industrial and real estate loans
and we have credit concentrations in certain industries (see “-Concentrations
of Credit”) and certain geographic concentrations that relate to our primary
market areas. A downturn in certain sectors of the economy could adversely
impact our borrowers. This could, in turn, reduce the demand for loans
and impact the borrowers’ ability to repay their loans, while also decreasing
our net interest margin. Taking a conservative posture relative to credit
underwriting, we believe, is a prudent course of action, especially during
weaker economic times. We believe it is in our best interest and in the
interest of our stockholders to focus attention on our quality customer
relationships and to avoid growth in other than high-quality credit during
uncertain times. We cannot predict with any degree of certainty the full
impact of current or future economic conditions on our ability to generate
loan volume or the ultimate impact of economic conditions on our currently
existing portfolio of loans.

Credit Policy, Underwriting, Approval and Review Procedures. We follow
a uniform credit policy that sets forth underwriting and loan administration
criteria. The Board of Directors (the “Board”) establishes our loan policy,
including lending guidelines for the various types of credit we offer based
upon the recommendarions of senior lending management. Credit
committees may be established at either the Bank or corporate level. Our
loan policy is reviewed and reaffirmed by the Board at least annually.

We delegate lending decision authority among various lending officers and
the credit committees based on the size of the customer’s credit relationship
with BNC. Allloans and commitments approved in excess of $300,000 are
presented to the Board on a quarterly basis for summary review. Any
exceptions to loan policies and guidelines, to the extent the credit
relationship amount exceeds individual loan officer lending authorities,
are subject to special approval by the Bank’s Chief Credit Officer or the

appropriate credit commictee.

Underwriting criteria are based upon the risks associated with each type of
credit offered, the related borrowers and types of collateral. In underwriting
commercial loans, we emphasize the borrower’s earnings history,
capitalization and secondary sources of repayment. In most instances, we
require third party guarantees or highly liquid collateral.

Qur credit administration function includes an internal loan review
department that reviews established levels of our loan portfolio on a
continuous basis. Loan review personnel are not involved in any way in the
credit underwriting or approval process. Additionally, our lenders, loan
review staff, Chief Credit Officer, loan committees and various management
team members review credit-related information monthly. Such information
includes, but may not be limited to, delinquencies, classified and
nonperforming assets, and other information. Such reviews are conducted
in order to evaluate credit risk within our credit portfolio and to review
and establish the adequacy of the allowance for credit losses.

Loan Participations, Pursuant to our lending policy, loans may not exceed
85 percent of the Bank’s legal lending limit (except to the extent collateralized
by U.S. Treasury securities or Bank deposits and, accordingly, excluded
from the Bank’s legal lending limit). To accommodate customers whose
financing needs exceed lending limits and internal loan restrictions relating
primarily to industry concentration, the Bank sells loan participations to
outside participants without recourse. Loan participations sold on a
nonrecourse basis to outside financial institutions were as follows as of the
dates indicated:

Loan Participations Sold (1)

December 31,

(in thousands)

2003 ovvorrrenrieen. et v $ 146,988
2002 covvoemrrrenries e, O e 173,895
2001 ovvvreen. e et 208,975
2000 «vvorrrerrrrie e et e 187,773
1999 covvvvernennes 118,463

(1) From continuing aperations for all periads presented.
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The Bank generally retains the right to service the loans as well as the right
to receive a portion of the interest income on the loans. Many of the loans
sold by the Bank are commercial lines of credit for which balances and
related payment streams cannot be reasonably estimated in order to
determine the fair value of the servicing rights and/or future interest income
retained by the Bank. We cannot reliably predict our ability to continue to
generate or sell loan parricipations in future periods or the terms of any
such sales.

Concentrations of Credit. Our credit policies emphasize diversification of
risk among industries, geographic areas and borrowers. For purposes of the
analysis of concentrations of credit as of December 31, 2003 the total
outstanding loans as well as all outstanding loan commitments were
included. As of December 31, 2003, we identified three concentrations of
loans exceeding 10 percent of total loans and loan commitments
outstanding. These concentrations were in real estate, construction and
lodging places, which represented 18.9, 12.4 and 11.7 percent, respectively,
of total loans and loan commitments outstanding.

The real estate loans and commitments were extended to 105 customers
who ate diversified across our market areas and who can generally be
categorized as indicated below:

Percent of total
outstanding loans

Number of and loan
customers commitments
Non-residential and apartment
building operators, developers
and lessors of real property ............. 61 13.1%
Real estate holding companies ............ 44 5.8%
Total oo, 105 18.9%

Loans and commitments in the construction category were extended to 47
customers who are located primarily in Minnesota, lowa, North Dakota

and South Dakota and who can be generally categorized as indicated below:

Percent of toral
outstanding loans

Number of and loan
customers commitments
General building contractors................ 21 10.8%
Special trade contractors .......ccoocomrvnnn. 18 1.0%
Heavy construction,
excluding building ... 6%
Total e 47 12.4%

The contractors are involved in various aspects of the construction industry,
including highway and street construction, water/sewer drilling, plumbing,
heating and air conditioning, commercial painting, electrical, concrete and
excavating and foundation contractors. Loans in this category are secured,
in many cases, by construction equipment.

The lodging loans and commitments were extended to 15 customers whose
properties are located throughout the United States. Loans in this category
are made primarily to borrowers that have seasoned hotel portfolios and
that are well diversified by location, property type and chain.
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We continually monitor industry and other credit concentrations as parr of
our credit risk management strategies. In cases where significant
concentrations exist without sufficient diversification and other mitigating
factors, we generally sell loans without recourse to outside financial
institutions (see “-Loan Participations”).

Agricultural Loans. Our agricultural loan portfolio totals approximately
$12.5 million, or 4.4 percent of total loans. Within the portfolio, loans are
diversified by type and include loans to grain and/or livestock producers,
agricultural real estate loans, machinery and equipment and other types of
loans. The majority of our agricultural loans are extended to borrowers
located in North Dakota, and are diversified over several counties. As of
December 31, 2003, there were no agricultural loans classified as
nonpetforming,

Loan Maturities. The following table sets forth the remaining marurities
of loans in each major category of our portfolio as of December 31, 2003.
Actual maturities may differ from the contractual maturities shown below
as a result of renewals and prepayments. Loan renewals are evaluated in the
same manner as new credit applications:
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Maturities of Loans (1)

Over 1 year
through 5 years Over 5 years
One year Fixed Floating Fixed Floating
or less rate rate rate rate Total
(in thousands)
Commercial and industrial .. $ 46,209 $ 10,984 $ 13,208 $ 1,686 $ 914 % 73,001
Real estate mortgage........coovvrinviinnns 32,117 21,584 39,216 18,296 18,230 129,443
Real estate construction ..., 45,547 434 13,395 576 104 60,056
Agricultural ..o, 5,792 2,318 1,384 1,209 1,826 12,529
Consumer/other 3,318 2,656 183 120 — 6,277
Lease financing .........cconeicericrnees 768 1,989 — — —_ 2,757
Total principal amount of loans ...... $ 133,751 $ 39,965 $ 67,386 $ 21,887 $ 21,074 % 284,063

(1) Maturities are based upon contractual maturities. Floating rate loans include loans that would reprice prior to maturity if base rates change. See “Quantitative and

Qualitative Disclosures about Market Risk,” for further discussion regarding repricing of loans and other assets.

Interest Rate Caps and Floors. From time to time we may use off-balance-
sheet instruments, principally interest rate caps and floors, to adjust the
interest rate sensitivity of on-balance-sheet items, including loans. At January
1, 2001, we had an interest rate floor contract that qualified as a cash flow
hedge of interest rate risk associated with floating rate commercial loans
under Statement of Financial Accounting Standards No. 133, “Accounting
for Derivative Instruments and Hedging Activities” (“SFAS 133”). The floor
contract was sold during 2001. See —“Liquidity, Market and Credit Risk,”
“Quantitative and Qualitative Disclosures about Markert Risk,” and Notes
1 and 17 to the Consolidated Financial Statements for further discussion
about accounting policies applicable to derivative financial instruments and
currently outstanding instruments.

Nonperforming Loans and Assets. Nonperforming loans consist of loans
90 days or more delinquent and still accruing interest, nonaccrual and
restructured loans. Other nonperforming assets includes other real estate
owned and repossessed assets. Our lending personnel are responsible for
continuous monitoring of the quality of the loan portfolio. Officers are
expected to maintain loan quality and deal with credit issues in a timely
and proactive manner. Loan officers are responsible for regular reviews of
past due loans in their respective portfolios. The loan portfolio is also
monitored regularly and examined by our loan review personnel. Loans
demonstrating weaknesses are downgraded in a timely fashion and the Board
receives a listing of all such loans on a quarterly basis.

The following table sets forth, as of the dates indicated, the amounts of nonperforming loans and other assets, the allowance for credit losses and certain

related ratios:

Nonperforming Assets (1)

December 31,
2003 2002 2001 2000 1999
(dollars in thousands)
Nonperforming loans:
Loans 90 days or more delinquent and
still accruing IALerest .o crcrerionreincrcnerccnirnccnnae $ 38 $ 5,081 $ 983 $ 221 $ 22
Nonaccrual 10ans (2) (3) vvivnrecvvicenicnminser e 7,913 2,549 3,391 343 1,620
Restructured 10ans (2) (3) oo vvvrevrcnivneciisienssinnnns — — 5 16 16
Total nonperforming loans ..........ccoevvinvercnniinens 7,951 7,630 4,379 580 1,658
Other real estate owned and repossessed assets .......... — 8 70 84 1,207
Total nonperforming assets ..........covccersremniicriins $ 7,951 $ 7,638 $ 4,449 $ 664 $ 2,865
Allowance for credit 10SSes .vviivmveirrcericeereesse e $ 4,763 $ 5,006 $ 4,325 $ 3,588 $ 2,872
Ratio of total nonperforming loans to total loans .......... 2.80% 2.27% 1.47% .23% .65%
Ratio of total nonperforming assets to total assets ......... 1.28% 1.27% .80% 12% .64%
Ratio of allowance for credit losses to
nonperforming loans ..o 60% 66% 99% 619% 173%

(1) From continuing operations for all periods presented.

(2)  If the Company’s nonaccrual and restructured loans had been current in accordance with their original terms, we would have recognized additional interest income of

$65,000, $236,000, $84,000, $29,000 and $112,000 for the years ended December 31, 2003, 2002, 2001, 2000 and 1999, respectively.

(3)  The interest income on nonaccrual and restructured loans actually included in our net income was $56,000, $1,000, $3,000, $6,000 and $29,000 for the years ended

December 31, 2003, 2002, 2001, 2000 and 1999, respectively.
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Loans 90 days or more delinguent and still accruing interest include loans
over 90 days past due which we believe, based on our specific analysis of
the loans, do not present doubt about the collection of interest and principal
in accordance with the loan contract. Loans in this category must be well
secured and in the process of collection. Our lending and management
personnel monitor these loans closely.

Nonaccrual loans include loans on which the accrual of interest has been
discontinued. Accrual of interest is discontinued when we believe, after
considering economic and business conditions and collection efforts, that
the borrower’s financial condition is such that the collection of interest is
doubtful. A delinquent loan is generally placed on nonaccrual status when
it becomes 90 days or more past due unless the loan is well secured and in
the process of collection. When a loan is placed on nonaccrual status, accrued
but uncollected interest income applicable to the current reporting period
is reversed against interest income of the current period. Accrued but
uncollected interest income applicable to previous reporting periods is
charged against the allowance for credit losses. No additional interest is
accrued on the loan balance until the collection of both principal and interest
becomes reasonably certain. When a problem loan is finally resolved, there
may ultimately be an actual write down or charge-off of the principal balance
of the loan which may necessitate additional charges to earnings. Of the
$7.9 million of loans included in the nonaccrual loan category at December
31, 2003, $6.7 million relates to two commercial customers. One of the
loans, with a principal balance of $4.5 million at December 31, 2003, was
paid in full, including accrued interest, during January 2004. The second
loan for $2.2 million is a commercial loan on which a liquidation settlement
agreement has been executed. We believe the agreement will result in
resolution of this problem credit during the second quarter of 2004. A charge-
off of approximately $900,000 is expected as this loan is brought to full
resoludion and that amount had been fully reserved at December 31, 2003.

Restructured loans are those for which concessions, including a reduction
of the interest rate or the deferral of interest or principal, have been granted
due to the borrower’s weakened financial condition. Interest on restructured
loans is accrued at the restructured rates when it is anticipated that no loss
of original principal will occur. We had no restructured loans in our portfolio
at December 31, 2003,

Otber real estate owned and repossessed assets represents properties and other
assets acquired through, or in lieu of, loan foreclosure. Such properties and
assets are included in other assets in the consolidated balance sheets. They
are initially recorded at fair value at the date of acquisition establishing a
new cost basis. Write-downs to fair value at the time of acquisition are
charged to the allowance for credit losses. After foreclosure, we perform
valuations periodically and the real estate or assers are carried at the lower
of carrying amount or fair value less cost to sell. Write-downs, revenues
and expenses incurred subsequent to foreclosure are charged to operations
as recognized/incurred. We had no outstanding other real estate owned or
repossessed assets at December 31, 2003.

Our ratios of total nonperforming loans to total loans, and total
nonperforming assets to total assets, increased between December 31,2002
and December 31, 2003. The ratio of the allowance for credit losses to
nonperforming loans decreased between December 31, 2002 and December
31, 2003. This ratio at December 31, 2003 was 60 percent as compared to
06 percent at December 31, 2002. This decrease {and the increase in the
other asset quality ratios mentioned above) is primarily attributable to the
previously mentioned commercial loan that was paid in full during January
2004. Withour this sizable credit, the above-mentioned ratios would be
significantly positively impacted. Additionally, the pending resolution of
the $2.2 million commercial credit also mentioned above should positively
impact our asset quality ratios.
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Potential Problem Loans. In accordance with accounting standards, we
identify loans considered impaired and the valuation allowance attributable
to these loans. Impaired loans generally include loans on which we believe,
based on current information and events, it is probable that we will not be
able to collect all amounts due in accordance with the terms of the loan
agreement and which are analyzed for a specific reserve allowance. We
generally consider all loans risk-graded substandard and doubtful as well as
nonaccrual and restructured loans as impaired. Potential problem loans at
December 31, 2003, not including the past due, nonaccrual and restructured
loans reported above, totaled $3.1 million as compared to $5.8 million at
December 31, 2002. A significant portion of these potential problem loans
are not in default but may have characteristics such as recent adverse operating
cash flows or general risk characteristics that the loan officer feels mighe
jeopardize the future timely collection of principal and interest payments.
The ultimate resolution of these credits is subject to changes in economic
conditions and other factors. These loans are closely monitored to ensure
that our position as creditor is protected to the fullest extent possible.

Allowance for Credit Losses. Credit risk is the risk of loss from a customer
default. We have in place a process to identify and manage our credit risk.
The process includes initial credit review and approval, periodic monitoring
to measure compliance with credit agreements and internal credit policies,
internal credit review, monitoring changes in the risk ratings of loans and
leases, identification of problem loans and leases and special procedures for
collection of problem loans and leases. The risk of loss is difficult to quantify
and is subject to fluctuations in values and general economic conditions
and other factors. As discussed previously, the determination of the allowance
for credir losses is a critical accounting policy, which involves estimates and
our judgment on a number of factors such as net charge-offs, delinquencies
in the loan and lease portfolio and general and economic conditions. We
consider the allowance for credit losses of $4.8 million adequate to cover
losses inherent in the loan and lease portfolio as of December 31, 2003.
However, no assurance can be given that we will not, in any particular period,
sustain loan and lease losses that are sizable in relation to the amount reserved,
or that subsequent evaluations of the loan and lease portfolio, in light of
factors then prevailing, including economic conditions and our ongoing
credit review process, will not require significant increases in the allowance
for credit losses. A protracted economic slowdown and/or a decline in
commercial, industrial of real estate segments may have an adverse impact
on the adequacy of the allowance for credit losses by increasing credit risk
and the risk of potential loss. See Notes 1 and 7 to the Consolidated Financial
Statements and “-Critical Accounting Policies” for further information
concerning accounting policies associated with the allowance for credit losses.

We maintain our allowance for credit losses at a level considered adequate
to provide for an estimate of probable losses related to specifically identified
loans as well as probable losses in the remaining loan and lease portfolio
that have been incurred as of each balance sheet date. The loan and lease
portfolio and other credit exposures are reviewed regularly to evaluate the
adequacy of the allowance for credic losses. In determining the level of the
allowance, we evaluate the allowance necessary for specific nonperforming
loans and also estimate losses in other credit exposures. The resultant three
allowance components are specific reserves, reserves for homogeneous loan
pools and a qualitative reserve. These components ate fully described under
“Critical Accounting Policies.”

Continuous credit monitoring processes and the analysis of loss components
is the principal method we rely upon to ensure that changes in estimated
credit loss levels are reflected in our allowance for credit losses on a timely
basis. We also consider experience of peer institutions and regulatory
guidance in addition to our own experience.
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Loans, leases and other extensions of credit deemed uncollectible are charged
to the allowance. Subsequent recoveries, if any, are credited to the allowance.
The amount of the allowance for credit losses is highly dependent upon
our estimates of variables affecting valuation, appraisals of collateral,
evaluations of performance and status, and the amounts and timing of
future cash flows expected to be received on impaired loans. Such estimates,
appraisals, evaluations and cash flows may be subject to frequent adjustments
due to changing economic prospects of borrowers, lessees or properties.
These estimates are reviewed periodically. Actual losses may vary from
current estimates and the amount of the provision may be either greater
than or less than actual net charge-offs. The related provision for credit
losses, which is charged to income, is the amount necessary to adjust the
allowance to the level determined appropriate through the application of
the above processes and those discussed below in the “Critical Accounting
Policies” section.

Ac yearend 2003, our total allowance was $4.8 million which equates to
approximately 3.8 and 4.1 times the average charge-offs for the last three
and five years, respectively, and 4.5 and 5.0 times the average net charge-
offs for the same three-and five-year periods, respectively. Because historical
charge-offs are not necessarily indicative of future charge-off levels, we also
give consideration to other risk indicators when determining the appropriate
allowance level. Those risk factors have been summarized above. Our charge-
off policy is generally consistent with regulatory standards.

Our Chief Credit Officer and Vice President-Internal Audit/Credit Review
have the primary responsibility of affirming our systematic allowance
methodology, performing credit loss migration analyses and assessing the
allowance components in relation to estimated and actual charge-off trends.
This analysis is presented to members of management who are responsible
for assessing and reporting on the appropriateness of the allowance for
credit losses as well as recommending revisions to our methodology for
determining the adequacy of the allowance as they become necessary.

Concentrations of credit risk are discussed under “-Concentrations of
Credit.” Concentrations exist in real estate, construction and lodging places
loans and commitments. Additionally, a geographic concentration of credit
risk also arises because we have historically operated primarily in the upper
Midwest with 67 percent of loans outstanding as of December 31, 2003
having been extended to customers in Minnesota, North Dakota and South
Dakota. As of December 31, 2003, 29 percent of our loans had been extended
to customers in Arizona. Other groups of credit risk may not constitute a
significant concentration, but are analyzed based on other evident risk factors
for the purpose of determining an adequate allowance level.

Nonperforming and potential problem loans are defined and discussed
under “-Nonperforming Loans and Assets” and “-Potential Problem Loans.”
Many of these loans are specifically analyzed for purposes of determining
the adequacy of the allowance for credit losses.

Estimating che risk and amount of loss on any loan is subjective and ultimate
losses may vary from current estimates. Although we believe that the
allowance for credit losses is adequate to cover probable losses in the loan
and lease portfolio, there can be no assurance that the allowance will prove
sufficient to cover actual credit losses in the future. In addition, various
regulatory agencies, as an integral part of their examination process,
periodically review the adequacy of our allowance for credit losses. Such
agencies may require us to make additional provisions to the allowance
based upon their judgments about information available to them at the
time of their examination.

The following table summarizes, for the periods indicated, activity in the
allowance for credit losses, including amounts of loans charged-off, amounts
of recoveries, additions to the allowance charged to operating expense, the
ratio of net charge-offs to average rortal loans, the ratio of the allowance to
total loans at the end of each period and the ratio of the allowance to
nonperforming loans:
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Analysis of Allowance for Credit Losses (1)

MANAGEMENT’S DISCUSSION AND ANALYSIS

For the Years ended December 31,

2003 2002 2001 2000 1999
(dollars in thousands)

Balance of allowance for credit losses,

beginning of period .....c...ccconvminriieriniinnicscinnns $ 5,006 $ 4,325 $ 3,588 $ 2,872 $ 2,854
Charge-offs:

Commercial and industrial 1,508 408 542 574 1,090

Real estate mortgage ............. 189 9 99 58 10

Agricultural ... 10 — — 16 35

ConsUMET/OthEr cuvuveiirciircre e s 23 75 213 39 137

Lease financing ... coceonicinieniccrconricnmnicomnienenes 90 165 411 68 18

Tortal charge-offs ...cvvrrveicnriccniccrnennae 1,820 657 1,265 755 1,290

Recoveries:

Commercial and industrial .ocovvvvcevrceiieeiecine 73 86 140 100 86

Real estate mortgage ............ 7 8 30 9 1

Agricultural ............ — 4 1 33 —

Consumer/other .... 11 11 132 25 71

Lease financing ..o..cveceerieveromenieonnmennsenies 11 27 — 15 12

Total recoveries .. 102 136 303 269 170

Net CRATEE-OfFS e e (1,718) (521) (962) (486) (1,120)
Provision for credit losses charged to operations ............ 1,475 1,202 1,699 1,202 1,138
Balance of allowance for credit losses, end of period...... $ 4,763 $ 5,006 $ 4,325 $ 3,588 $ 2,872
Ratio of net charge-offs to average loans ..o (0.56)% (0.17)% (0.33)% (0.20)% (0.46)%
Average gross loans outstanding during the period ........ $ 308,115 $ 307,227 $ 293,716 $ 244,526 § 246,148
Ratio of allowance for credit losses to total loans............ 1.68% 1.49% 1.45% 1.42% 1.13%
Ratio of allowance for credir losses

10 nonperforming l0ans .........ccmrcnmiiinercenns 60% 66% 99% 619% 173%

(1)From continuing operations for all periods presented.

Of the $1.8 million of charge-offs for the year ended December 31, 2003,
approximately $1.3 million relates to one commercial contractor. The Bank
is continuing the liquidation process with this credit, which has been fully
charged-off. Due to further liquidation efforts, the Bank may recover some
of the previously charged-off amounts.

Our ratio of allowance for credit losses to nonperforming loans decreased
from 66 percent at December 31, 2002 to 60 percent at December 31, 2003.
See “-Nonperforming Loans and Assets” for a discussion of the specific loans

Allocation of the Allowance for Loan Losses (1)

responsible for this decrease and the facts and circumstances surrounding
the status of the loans.

The table below presents, for the periods indicated, an allocation of the
allowance for credit losses among the various loan categories and sets forth
the percentage of loans in each category 10 gross loans. The allocation of
the allowance for credit losses as shown in the table should neither be
interpreted as an indication of future charge-offs, nor as an indication that
charge-offs in future periods will necessarily occur in these amounts or in
the indicated proportions.

December 31,
2003 2002 2001 2000 1999
Loans in Loans in Loans in Loans in Loans in
category as a category as category as a category as a category as a
Amount  percentage Amount  percentage  Amount percentage  Amount  percentage  Amount  percentage
o of total of of tota of of total of of tot of of tot
allowance  grossloans  allowance  grossloans  allowance  gross loans  allowance  grossloans  allowance gross loans
(dollars in thousands)

Commercial and industrial ... $ 2,093 26% $ 2,344 28% $ 2,586 34% $ 2,066 42% % 1,356 43%
Real estate mortgage......c........ 1,976 46% 1,836 44% 1,038 42% 702 34% 712 35%
Real estate construction ....... 395 21% 398 19% 137 11% 112 10% 151 6%
Agricultural oo 211 4% 231 5% 267 6% 342 6% 220 6%
Consumer/other .....coovcevicrns 68 2% 85 2% 118 5% 128 5% 138 6%
Lease financing 1% 112 2% 179 2% 145 3% 88 4%
Unallocated .... 0% — 0% — 0% 93 0% 207 0%
Total .o 100% $ 5006 100% $ 4,325 100% $ 3,588 100% § 2,872 100%

{1)From continuing operations for all periods presented.
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Deposits. Our core deposits consist of noninterest- and interest-bearing
demand deposits, savings deposits, money market deposit accounts,
certificates of deposit under $100,000, certain certificates of deposit of
$100,000 and over and public funds. Total deposits were $395.9 million
at December 31, 2003 compared with $398.2 and $375.3 million at
December 31, 2002 and 2001, respectively. We use these deposits, along
with other borrowed funds, to support our asset base.

Average Deposits and Deposit Costs (1)

The following table sets forth, for the periods indicated, the distribution
of our average deposit account balances and average cost of funds rates on
each category of deposits, See “Results of Operations-Net Interest Income”
for an explanation of changes in deposit volume and costs during the
periods presented:

For the Years Ended December 31,

2003 2002 2001
Average Percentof  Wagtd. avg. Average Percent of  Wgtd. avg.  Average Percent of  Wegtd. avg.
balance deposits rate balance eposits rate balance deposits rate
(dollars in thousands)
Interest checking and MMDAs...... $186,796  48.69% 1.17% $174,108  44.51% 1.64%  $ 147,775  41.92% 3.16%
Savings deposits . ..ovvivcrrcenrnnrinins 6,052 1.58% 0.84% 4,511 1.15% 0.86% 3,758 1.07% 1.49%
Time deposits (CDs):
CDs under $100,000 .........ccoovenee. 94,820  24.72% 3.18% 104,964  26.83% 3.88% 98,639  27.99% 5.35%
CDs $100,000 and over ................ 55,928  14.58% 3.91% 73,639 _ 18.83% 4.46% 73,806 20.94% 5.76%
Total time deposits coc.vernecricennnnee 150,748  39.30% 3.45% 178,603  45.66% 4.12% 172,445  48.93% 5.52%
Total interest-bearing deposits ...... 343,596  89.57% 2.16% 357,222 91.32% 2.87% 323,978  91.92% 4.40%
Noninterest-bearing
demand deposits ..o orricieriens 40,022 10.43% - 33,951 8.68% — 28,474 8.08% —

Total deposits $383,618  100.00% 1.94% $391,173 100.00% 2.62%  $352,452 100.00% 4.04%

(1) From continuing operations for all periods presented.

At times earning asset growth can outpace core deposit growth resulting in
the use of brokered and out of marker certificates of deposit and other
borrowed funds. See “-Borrowed Funds.” This trend has been common in
the banking industry because of the proliferation of nonbank competitors
and the multitude of financial and investment products available to
customers as well as the need to utilize such funds in the process of our
overall balance sheet management. At times, access to brokered and out of
market deposits is available at maturities and rates more favorable than those
available in our local markets. As of December 31, 2003, we held a total of
$12.9 million of national market certificates of deposit and $18.6 million
of certificates of deposit acquired through brokers. Under current Federal
Deposit Insurance Corporation regulations, only “well capitalized” financial
institutions may fund themselves with brokered deposits without prior
approval of regulators. Our Bank was well capitalized at December 31, 2003.
See “Capital Resources and Expenditures” and Note 18 to the Consolidated
Financial Statements for a summary of the capital status of the Bank.

Time deposits in denominations of $100,000 and more totaled $46.6
million at December 31, 2003 as compared to $64.9 and $79.0 million at
December 31, 2002 and 2001, respectively. The following table sets forth
the amount and maturities of time deposits of $100,000 or more as of
December 31, 2003:

Time Deposits of $100,000 and Over
(in thousands)
Maturing in:

3 MONLhS OF 1655 w.vvvuverireeeeeeeecrceirsies e v $ 10,109
Over 3 months through 6 months ..., 16,231
Over 6 months through 12 months ... 11,742
Over 12 months ..coevcvviorieeervoneen, 8,487

Total ..o $ 46,569

BNCCORP, INC.
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Borrowed Funds, We use short-term borrowings, FHLB advances and long-
term borrowings to support our asset base. Short-term borrowings include
Federal funds purchased and U.S. Treasury tax and loan note option
accounts and securities sold under agreements to repurchase. At December
31, 2003, short-term borrowings were $31.4 million compared to $28.1
million at December 31, 2002 and $760,000 at December 31, 2001.

The following table provides a summary of our short-term borrowings and
related cost information as of, or for the periods ended, December 31:

Short-Term Borrowings (1)

2003 2002 2001

(dollars in thousands)

Short-term borrowings

outstanding at period end......... $ 31,383 $ 28,120 $ 760

Weighted average interest

rate at period end .........cccovevinnee, 1.41% 1.48% 2.53%
Maximum month-end balance

during the period ...co.coevierinns $ 37,670 § 28,120 §$ 39,924
Average borrowings

ourstanding for the period ........ $ 21,942 $ 7,799 $ 10,206
Weighted average interest

rate for the period ......ccoccvmniienn. 1.74% 1.81% 4.32%

(1)From continuing operations for all periods presented.

Note 11 to the Consolidated Financial Statements summarizes the general
terms of our short-term borrowings outstanding at December 31, 2003
and 2002, including interest rates, maturity dates, weighted average yields
and other applicable terms.

FHLB advances totaled $112.2, $97.2, and $117.2 million at December
31,2003, 2002 and 2001, respectively while long-term borrowings totaled
$8.6 million, $8.6 million and $13,000, respectively, for the same periods.

Notes 12 and 13 to the Consolidated Financial Statements summarize the
general terms of our FHLB advances and long-term borrowings at December
31, 2003 and 2002, including interest rates, maturity dates, weighred
average yields and other applicable terms.

During 2003, $15.0 million of our FHLB advances matured and we
originated $30.0 million of new FHLB advances primarily for the purpose

of funding the purchase of CMOs.

During 2002, $20.0 million of our FHLB advances matured and were not
replaced due to the availability of other funding sources. Also during 2002,
we incurred $8.5 million of long-term debt in conjunction with the
acquisition of Milne Seali.

During 2001, we purchased and retired $82,000 of our 8 5/8 percent
subordinated notes due May 31, 2004 (“the Notes”) at a discount using
cash generated from the sale of our asset-based lending subsidiary, BNC
Financial Corporation, Inc. which was sold on December 31, 1999, On
August 31, 2001, we redeemed the remaining $12.6 million of the Notes
at par through exercise of our call option on the Notes. The remaining
$12.6 million of the Notes were redeemed using a portion of the cash
generated from the issuance of subordinated debentures through the
establishment of BNC Statutory Trust II (see “Guaranteed Preferred
Beneficial Interests in Company’s Subordinated Debentures” and Note 14
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to the Consolidated Financial Statements for further discussion of our
subordinated debenture issuances). The transactions and redemption of
the Notes during 2001 resulted in an extraordinary loss of $134,000 (30.06
per diluted share) net of income taxes of ($70,000).

Interest Rate Caps and Floors. From time to time we may use off-balance-
sheer instruments, principally interest rate caps and floors, to adjust the
interest rate sensitivity of on-balance-sheet items, including borrowings.
During May and June 2001, we purchased, for $1.2 million, interest rate
cap contracts with notional amounts totaling $40.0 million to mitigate
interest rate risk in rising-rate scenarios. The referenced interest rate is three-
month LIBOR with $20.0 million of 4.50 percent contracts having three-
year original maturities and $20.0 million of 5.50 percent contracts having
five-year original marurities. The $20.0 million of 4.50 percent contracts
having three-year original maturities will mature in the second quarter of
2004. The contracts, classified as other assets, are reflected in our December
31, 2003 consolidated balance sheet at their combined fair value of $56,000.
The contracts are not being accounted for as hedges under SFAS 133, Asa
result, the impact of marking the contracts to fair value has been, and will
continue to be, included in net interest income. During the years ended
December 31, 2003 and 2002, the impact of marking the contracts to
market (reflected in the consolidated income statements as an increase in
interest expense on borrowings) was $80,000 and $779,000, respectively.
The fair value of $56,000 as of December 31, 2003 reflects the full extent
of the potential loss on the contracts should further write downs to fair
value be required. See -“Liquidity, Market and Credit Risk,” “Quantitarive
and Qualitative Disclosures about Market Risk,” and Notes 1 and 17 to
the Consolidated Financial Statements for further discussion about
accounting policies applicable to derivative financial instruments,

Guaranteed Preferred Beneficial Intevests in Company's Subordinated
Debentures. In July 2000, we established a special purpose trust for the
purpose of issuing $7.5 million of fixed rate subordinated debentures. The
subordinated debentures qualify as Tier 1 capital up to certain limits with
the balance qualifying as Tier 2 capital up to certain limits. See Note 14 to
the Consolidated Financial Statements for a complete description of the
fixed rate subordinated debentutes.

In July 2001, we established an additional special purpose trust for the
purpose of issuing $15.0 million of floating rate subordinated debentures.
The subordinated debentures qualify as Tier 1 capital up to certain limits
with the balance qualifying as Tier 2 capital up to certain limits, We used
$12.6 million of the proceeds from the subordinated debentures issued in
2001 1o retire the remaining $12.6 million of our 8 5/8 percent subordinated
notes due May 31, 2004 through the exercise of the call option on the
Notes. See Note 14 to the Consolidated Financial Statements for a complete
description of the floating rate subordinated debentures.

Capital Resources and Expenditures. We actively monitor compliance
with regulatory capital requirements, including risk-based and leverage
capital measures. Under the risk-based capital method of capital
measurement, the ratio compured is dependent on the amount and
composition of assets recorded on the balance sheet, and the amount and
composition of off-balance-sheet items, in addition to the level of capital.
Note 18 to the Consolidared Financial Stacements includes a summary of
the risk-based and leverage capital ratios of BNCCORP and the Bank as of
December 31, 2003 and 2002, including the capital ratios and capital
amounts necessary to be considered “well capitalized” under prompt
corrective action regulatory provisions and adequately capiralized for capital
adequacy purposes. As of each of those dates, BNCCORP, Inc. and the
Bank exceeded capital adequacy requirements and the Bank was considered
“well capitalized” under prompr corrective action provisions.
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The capial ratios of the Company and the Bank were as follows as of those
dares:

Tier 1 Total Tier 1
Risk-Based  Risk-Based ~ Leverage
Rartio Ratio Ratio
As of December 31, 2003
BNCCORD, consolidated ............... 7.14% 10.63% 4.90%
BNC National Bank .......ccovrrrvvrrenen 10.74%  11.92%  7.37%
As of December 31, 2002
BNCCORD, consolidated ............... 5.92% 9.53% 4.46%
BNC National Bank ... 9.29% 10.45% 7.00%

Our consolidated risk-based capital ratios improved between December
31, 2002 and December 31, 2003. The improvements were attributable to
increases in Tier 1 capital and total capital combined with a decrease in
total risk-weighted assets. Total Tier 1 capital increased from $25.6 million
at December 31, 2002 to $28.8 million at December 31, 2003. An increase
in total equity capital was primarily attributable to earnings recognized
during 2003, Additionally, because of the increase in total equity capital,
$1.4 million more of our subordinated debentures qualified as Tier | capital
at December 31, 2003 than at December 31, 2002. These capital increases
were partially offset by an increase in intangible assets (a direct deduction
from equity capital) of $2.4 million in 2003. Total risk-weighted assets
declined from $433.0 million at December 31, 2002 to $403.7 million at
December 31, 2003. The decrease in total risk-weighted assets was
attributable to several factors, but most importantly, our decrease in loan
volume. Our consolidated leverage ratio also improved between December
31, 2002 and December 31, 2003 due to the increase in Tier 1 capital
offset by an increase in quarterly average assets (less intangible assets)
between the two dates, from $573.7 million ac December 31, 2002 to
$588.6 million at December 31, 2003.

During 2003, we completed construction of our office building at 17045
North Scottsdale Road, Scottsdale, Arizona, We also purchased the Milne
Scali building at 1750 East Glendale Avenue, Phoenix, Arizona, relocated
our 2725 East Camelback Road office to 2425 East Camelback Road,
Phoenix and made some improvements to our office building at 322 East
Main Avenue, Bismarck, North Dakota. Addirionally during 2003, we
purchased a property in Golden Valley, Minnesota. This facility is presently
undergoing renovation and is expected to open during 2004. In early 2004,
we purchased property in Tucson, Arizona for future use by [ASW personnel
along with adjacent land for a future bank site. Capital expenditures
expected in 2004 include the completion of renovation of the Golden Valley
facility and could include purchase or leasing of additional facilities in our
various market areas should such facilities or properties be deemed to add
additional franchise value.

Off-Balance-Sheet Arrangements. In the normal course of business, we
are a party to various financial instruments with off-balance-sheer risk.
Such instruments help us to meet the needs of our customers, manage our
interest rate risk and effectuate business combination transactions. These
instruments and commitments, which we enter into for purposes other
than trading, carry varying degrees of credir, interest rate or liquidity risk
in excess of the amount reflected in the consolidated balance sheets. We
have also entered into certain guarantee arrangements that are not reflected
in the consolidated balance sheets. Each of these instruments is discussed
in the following sections.

Commitments to Extend Credjt. Commitments to extend credit are agreements
to lend 10 a customer provided there is no violation of any condition in the
contract. Commitments to extend credit are legally binding and generally
have fixed expiration dates or other termination clauses and may require
payment of a fee. The contractual amount represents our exposure to credit
loss in the event of default by the borrower; however, ar December 31, 2003,
based on current infermation, no losses were anticipated as a result of these
commitments. We manage this credit risk by using the same credit policies
we apply to loans. Collateral is generally required to secure the loans covered
by the commitments based on management’s credit assessment of the
borrower. The collateral may include marketable securities, real estate and
other types of business assets of the borrower such as accounts receivable,
inventory, equipment, deposit accounts and general intangibles. Since we
expect some of the commitments to expire without being drawn, total
commitment amounts do not necessarily represent our future liquidicy
requirements related to such commitments.

Commitments to extend credit are important to us in that they provide
sources of liquidity to our customers. Our liquidity is impacted to the extent
that the customer draws upon the commitments. Our revenues are impacted
to the extent advances of funds are made and interest is earned on such
advances of funds or we charge a fee for extending or maintaining the
commitment. Such commitments don't typically result in material expenses
for us, but rather, result in normal operating expenses involved with
processing, approval and other activities associated with the extension and
administration of such credit facilities. Qur cash flow is impacted to the
extent the commitments are drawn upon by our customers. There are no
retained interests, securities issued or other indebtedness incurred by us in
connection with these commitments to extend credit, and, other than the
obligation to honor the commitment if drawn by the customer, there are
no other obligations or liabilities, including contingent obligations or
liabilicies, arising from such commitments. At the present time, other than
the passage of time or the nonperformance of customers under these
commitments, there is no known event, demand, commitment, trend or
uncertainty that will result in or is reasonably likely to result in termination
of such commitments to a material extent. The contractual amount of our
commitments to extend credit totaled $94.1 million at December 31, 2003.

Commercial Letters of Credit. Commercial letters of credit are issued on behalf
of customers to ensure payment or collection in connection with trade
transactions. In the event of a customer’s nonperformance, our credit loss
exposure is the same as in any extension of credit, up to the letter’s contractual
amount; however, at December 31, 2003, based on current information, no
losses were anticipated as a result of these commitments. We assess the
borrower’s credit to determine the necessary collateral, which may include
marketable securities, real estate and other types of business assets of the
borrower such as accounts receivable, inventory, equipment, deposit accounts
and general intangibles. Since the conditions requiring us to fund letters of
credit may not occur, our liquidity requirements related to such letrers of
credit will likely be less than the total outstanding commitments.

Commercial letters of credit are an important service provided by us to our
commercial customers. Our liquidity is impacted only to the extent we
must honor a commercial letter of credit due to nonperformance of the
commercial customer. Our revenues are impacted to the extent we are
required to perform under the letter of credit and earn interest income on
the advanced funds or we charge a fee for issuing or maintaining the letter
of credit. Such letters of credit typically don't result in marerial expenses for
us, but rather, result in normal operating expenses involved with processing,
approval and other activities associated with the extension and
administration of such letters of credit. Our cash flow is impacted to the
extent the nonperformance of the customer requires us to advance under
the letter of credit. There are no retained interests, securities issued or other

BNCCOREP, INC. 2003 Annual Report




indebtedness incurred by us in connection with these letters of credit, and,
other than the obligation to honor the letter of credit, there are no other
obligations or liabilities, including contingent obligations or liabilities,
arising from such letters of credit. At the present time, other than the
passage of time or nonperformance of customers under their letters of
credit, there is no known event, demand, commitment, trend or uncertainty
that will result or is reasonably likely to result in termination of such letters
of credit to 2 material extent. The contractual amount of our commercial
lerters of credit toraled $10.6 million at December 31, 2003.

Performance and Financial Standby Lerters of Credit. Performance standby
letters of credit are irrevocable obligations to the beneficiary on our part to
make payment on account of any default by the account party in the
performance of a nonfinancial or commercial obligation. Under these
arrangements, we could, in the event of the account party’s nonperformance,
be required to pay a maximum of the amount of issued letters of credit.
Under the agreements, we have recourse against the account party up t
and including the amount of the performance standby letter of credit. We
evaluate each account party’s creditworthiness on a case-by-case basis and
the amount of collateral obtained varies and is based on our credit evaluation
of the account party. As of December 31, 2003, we had outstanding
$641,000 of performance standby letters of credit.

Financial standby letters of credit are irrevocable obligations to the
beneficiary on our part ro repay money borrowed by or advanced to or for
the account of the account party or to make payment on account of any
indebtedness undertaken by the account party, in the event that the account
party fails to fulfill its obligation to the beneficiary. Under these
arrangements, we could, in the event of the account party’s nonperformance,
be required to pay a maximum of the amount of issued letters of credit.
Under the agreements, we have recourse against the account party up to
and including the amount of the financial standby letter of credic. We
evaluate each account party’s creditworthiness on a case-by-case basis and
the amount of collateral obtained varies and is based on our credit evaluation
of the account party. As of December 31, 2003, we had outstanding $43.8
million of financial standby letters of credit. $34.1 million of these letters
of credit were participated to other financial institutions.

Performance and financial standby letters of credit are also an important
service we provide to our commercial customers. Our liquidity is impacted
only to the extent we must honor such a letter of credit due to
nonperformance of the customer. Qur revenues are impacted to the extent
we are required to perform under the letter of credic and interest is earned
on outstanding advances or if we charge a fee for issuing or administering
the letter of credit. Such letters of credit typically don't result in material
expenses for us, but rather, normal operating expenses involved with
processing, approval and other activities associated with the extension and
administration of such letters of credit. Our cash flow is impacted to the
extent the nonperformance of the customer requires us to advance under
the lecter of credit. There are no retained interests, securities issued or
other indebtedness incurred by us in connection with these letters of credit
and, other than the obligation to honor the letter of credit, there are no
other obligations or liabilities, including contingent obligations or liabilities,
arising from such letters of credit. At the present time, other than the
passage of time or nonperformance of customers under their letters of
credit, there is no known event, demand, commitment, trend or uncertainty
that will result in or is reasonably likely to resulc in terminations of such
letters of credit to a material extent.

Interest Rate Swaps, Caps and Floors. Interest rate swaps are contracts to
exchange fixed and floating rate interest payment obligations based on a
notional principal amount. From time to time we may enter into swaps to
hedge our balance sheet against fluctuations in interest races. Interest rate
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caps and floors are used to protect our balance sheet from unfavorable
movements in interest rates while allowing benefit from favorable
movements. The credit risk related to interest rate contracts is that
counterparties may be unable to meet the contractual terms of the
agreements. This risk is estimarted by calculating the present value of the
cost to replace outstanding contracts in a gain position at current market
rates, reported on a net basis by counterparties. We manage the credir risk
of our interest rate contracts through bilateral collateral agreements, credit
approvals, limits and monitoring procedures. Additionally, we reduce the
assumed counterparty credit risk through master netting agreements that
permit us to settle interest rate contracts with the same counterparty on a
net basis. At December 31, 2003, we held $40.0 million of interest rate
caps. These caps are reflected in the December 31, 2003 balance sheer ac
their combined fair value of $56,000.

Interest rate swaps, caps and floors can be an effective way to hedge interest
rate risk. Due to the fact that they are purchased at fair value, which is
generally significantly less than the notional amount of the instrument,
our liquidity is not generally materially affected by the origination of such
instruments. The amount of revenues or expenses associated with such
instruments is dependent upon the accounting methodology selected for
the instruments (i.e., whether such instruments are officially designated as
hedges under applicable accounting standards). Our current interest rate
caps are not accounted for as hedges. Therefore, increases in their fair value
are presented as a reduction to interest expense while decreases in interest
expense. Cash flow is not affected under these instruments other than ac
the time of purchase and, during their life, if interest rates move in such a
fashion chat payments under the interest rate caps are received. There are
no retained interests, securities issued or other indebtedness incurred by us
in connection with these interest rate caps, and, there are no other obligations
or liabilities, including contingent obligations or liabilities, arising from
such interest rate caps. The interest rate caps will terminate upon their
macurity dates ($20.0 million in May and June 2004 and the remaining
$20.0 million in May and June 2006). Until such time as those contracts
mature, there are no known events, demands, commitments, trends or
uncertainties that will result in or is reasonably likely to result in termination
of the contracts. We do have the option to sell the contracts at their fair
value at any time.

Contingent Consideration in Business Combinations. Pursuant to the terms
of the agreement related to the acquisition of Milne Scali in April 2002,
additional consideration of up to $6.2 million may be payable to the former
shareholders of Milne Scali, subject to Milne Scali achieving certain financial
performance targets. In accordance with current accounting standards, there
is no current carrying amount associated with this contractual obligation.
Additionally, there are no recourse provisions associated with this contractual
obligation that would enable us to recover from third parties any of the
amounts paid under the contractual obligation and there are no assets held
either as collateral or by third parties that, upon the occurrence of any
triggering event or condition under the contractual obligation, we could
obtain to liquidate to recover all or a portion of the amounts paid under
the guarantee.

Pursuant to the terms of the agreement related to the LASW asset acquisition
in December 2003, additional consideration of up to $480,000 may be
payable to IASW, subject to the operation of the acquired assets achieving
certain financial performance targets. In accordance with current accounting
standards, there is no current carrying amount associated with this
contractual obligation. Additionally, there are no recourse provisions
associated with this guarantee that would enable us to recover from third
parties any of the amounts paid under the guarantee and there are no assets
held either as collateral or by third parties that, upon the occurrence of any
triggering event or condition under the guarantee, we could obrain and
liquidate to recover all or a portion of the amounts paid under the guarantee.
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Contingent consideration in business combinations, under current
accounting standards and provided certain criteria are met, is not required
to be recorded at the time of the transaction. Such contingent consideration,
which may be based on the financial performance of the acquired entity or
other factors, can be an effective tool in maintaining or encouraging certain
levels of performance by the acquired entity. Such consideration may be
critical to accomplishing the business combination. Our cash flow and
liquidity are impacted to the extent the contractual financial performance
is attained and we are, therefore, required to make the contingency payments.
There are no known events, demands, commitments, trends or uncertainties,
other than the passage of time and the financial performance of the respective
acquiree, that will result in or is reasonably likely to result in termination
of the contingent consideration agreements.

Guaranteed Preferred Beneficial Interests in Company’s Subordinated
Debentures. BNCCORP, concurrent with the issuance of preferred securities
in July 2000 by BNC Capital Trust I and in July 2001 by BNC Statutory
Trust I1, fully and unconditionally guaranteed all obligations of the special
purpose trusts related to the trust preferred securities. Note 14 to the
Consolidated Financial Stztements includes a full description of the nature
of the established trusts and the securities issued by the trusts. There are no
recourse provisions associated with these guarantees that would enable
BNCCORP to recover from third parties any of the amounts paid under
the guarantees and there are no assets held eicher as collateral or by third
parties that, upon the occurrence of any triggering event or condition under
the guarantees, BNCCORP could obtain and liquidate to recover all or a
portion of the amounts paid under the guarantees.

The trust preferred securities are important to us in that they provide for a
cost-effective means of obtaining Tier 1 capital for regulatory purposes.
Additionally, BNCCORP is allowed to deduct, for income tax purposes,

amounts paid in tespect of the securities and ultimately distributed to the
holders of the preferred securities. Our consolidated interest expense reflects
interest paid on the preferred securities and cash flows are impacted
accordingly. There are no retained interests (other than the common stock
of the trusts held by BNCCORP), securities issued (other than as described
above) or additional indebtedness incurred by us in connection with these
securities, and, there are no other obligations or liabilities, including
contingent obligations and liabilities, arising from the securities. Due to
recently issued accounting standards, the Federal Reserve is presently
considering the regulatory capital status of such instruments. A change in
the regulatory capital status of these existing instruments could materially
impact us in that our consolidated capiral ratios would decline if the securities
could not be treated as Tier 1 capital (to certain limits) or Tier 2 capital (to
certain limits). Should such a change in regulatory capital status be required
to be implemented, BNCCORP likely would need to immediately explore
opportunities for issuing other instruments that qualify as regulatory capital.
It is difficult to predict, with any degree of certainty, the Federal Reserve’s
final decision as it pertains to the capital treatment of such instruments.

Indemnifications. In conjunction with various business combinations, we
have entered into certain indemnifications with the contracting parties. Such
indemnifications, although considered guarantees under current accounting
standards, are not deemed to be material to our financial condition or results
of operations.

Contractual Obligations, Contingent Liabilities and Commitments.
As disclosed in the Notes to the Consolidated Financial Statements, we
have certain contractual obligations, contingent liabilities and
commitments. Certain of these commitments have been discussed in the
sections above. At December 31, 2003, the aggregate contractual
obligations (excluding bank deposits), contingent liabilities and
commitments were as follows (in thousands):

Payments due by period

Less than 1 year 1 to 3 years 3 to 5 years After § years Total
Contractual Obligations:
Total borrowings ... $ 54,883 $ 35,140 - $ 84,597 § 174,620
Annual rental commitments under

non-cancelable operating leases 1,113 1,641 1,133 435 4,322
Total $ 55,996 $ 36,781 $ 1,133 $ 85,032 $ 178,942
Amount of Commitment — Expiration by Period

Less than 1 year 1 10 3 years 3 to 5 years After 5 years Total
Other Commercial Commitments:
Commitments to lend ......ccoovevvrennian, e $ 79,319 $ 11,121 $ 3,320 $ 377 % 94,137
Standby and commercial letters of credic 1,138 9,421 — — 10,559
TOtal i e $ 80,457 $ 20,542 $ 3,320 $ 377§ 104,696
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Liquidity, Market and Credit Risk

Our business activities generate, in addition to other risks, significant
liquidity, market and credit risks. Liquidity risk is the possibility of being
unable to meet all present and future financial obligations in a timely
manner. Market risk arises from changes in interest rates, exchange rates,
commodity prices and equity prices and represents the possibility that
changes in future market rates or prices will have a negative impact on our
earnings or value. Our principal market risk is interest rate risk. See
“Quantitative and Qualitative Disclosures about Market Risk” for further
discussion about interest rate risk and its impact on net interest income.
Credit risk is the possibility of loss from the failure of a customer to perform
according to the terms of a contract. We are a party to transactions involving
financial instruments that create risks that may or may not be reflected on
a traditional balance sheet. These financial instruments can be subdivided
into three categories:

Cash financial instruments, generally characterized as on-balance-
sheet items, include investments, loans, mortgage-backed securities,
deposits and debt obligations.

Credit-related financial instruments, generally characterized as off-
balance-sheet items, include such instruments as commitments to
extend credit, commercial letters of credit and performance and
financial standby letters of credit.

Derivative financial instruments, on-balance-sheer items as of January
1, 2001, include such instruments as interest rate, foreign exchange,
commodity price and equity price contracts, including forwards, swaps
and options.

Major Sources and Uses of Funds

Proceeds from FHLB advances ......cccovvevivivecomincsieiesisenesensenesssanenns

Proceeds from sales of investment securities .......
Proceeds from maturities of investment securities .

Net (increase) decrease In L0ans .....o.ooveeiviircriieeie e
Net increase (decrease) in short-term BOITOWINgS .....co..ccovvccmmricmmiicrenerrencrniens
Net increase (decrease) in long-term borrowings .....coooovvionvcnneinrcnniccrnnens
Net increase (decrease) in deposits .......ccrrmieierionsriereimseecncoecnnseennns
Purchases of INVESTMENT SECUTITIES ...cvvuverurrverreesirersiemsirrserseseionieresseranscsnsseses
Repayments of FHLB advances ... e
Additions to premises and €QUIPMENT ........orirrvienriierinieriecincerinrne s
Cash paid for acquisition of insurance subsidiary ...,

Proceeds from issuance of preferred stock
Proceeds from issuance of subordinated debentures

Disposition of discontinued Fargo branch ......ccoovcvecciionriricrcrvnnricinniinn s
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Qur risk management policies are intended to monitor and limit exposure
to liquidity, market and credit risks that arise from each of these financial
instruments. See “-Loan Porfolio” for a discussion of our credit risk
management strategies.

Liquidity Risk Management. Liquidity risk management encompasses our
ability to meet all present and future financial obligations in a timely manner.
The objectives of liquidity management policies are to maintain adequate
liquid assers, liabilicy diversification among instruments, maturities and
customers and a presence in both the wholesale purchased funds market
and the retail deposit market.

The Consolidated Statements of Cash Flows in the Consolidated Financial
Statements present data on cash and cash equivalents provided by and used
in operating, investing and financing activities. In addition to liquidity
from core deposit growth, together with repayments and maturities of loans
and investments, we utilize brokered deposits, sell securities under
agreements to repurchase and borrow overnight Federal funds. The Bank is
a member of the FHLB, which affords it the opportunity to borrow funds
in terms ranging from overnight to 10 years and beyond. Borrowings from
the FHLB are generally collateralized by the Bank's mortgage loans and
various investment securities. See “-Investment Securities” and Note 12 to
the Consolidated Financial Statements. We have also obtained funding
through the issuance of Subordinated Notes, subordinated debentures and
long-term borrowings. See “-Borrowed Funds,” “Guaranteed Preferred
Beneficial Interests in Company’s Subordinated Debentures” and Notes 13
and 14 to the Consolidated Financial Statements for further information
on these instruments.

The following table sets forth, for the periods indicated, a summary of our
major sources and (uses) of funds. This summary information is derived
from the Consolidated Statements of Cash Flows:

For the Years Ended December 31,
2003 2002 2001

(in thousands)

.............................. $ 175300  $ - 3 —
76,652 100,651 119,394

56,598 50,984 86,414

.............................. 50,419 (35,144) (53,132)
............................. 3,263 27,360 (32,467)
.............................. 279 8,548 (13,000)
.............................. (2,303) 21,293 45,505
.............................. (193,653) (146,985) (162,321)
.............................. (160,300) (20,000) —
.............................. (9,012) (2,974) (1,965)
.............................. (260) (13,964) -
— 1,500 —

— — 14,429

.............................. - (4,365) —
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Our liquidiry is measured by our ability to raise cash when we need it ata
reasonable cost and with a minimum of loss. Given the uncertain nature
of our customers’ demands as well as our desire to take advantage of earnings
enhancement opportunities, we must have adequate sources of on- and
off-balance-sheet funds that can be acquired in time of need. Accordingly,
in addition to the liquidity provided by balance sheet cash flows, liquidicy
is supplemented with additional sources such as credit lines with the FHLB,
credit lines with correspondent banks for Federal funds, wholesale and
retail repurchase agreements, brokered certificates of deposit and direct
non-brokered national certificates of deposit acquired through national
deposit networks.

We measure our liquidity position on 2 monthly basis. Key factors that
determine our liquidity are the reliability or stability of our deposit base,
the pledged/non-pledged status of our investments and potential loan
demand. Our liquidity management system divides the balance sheet into
liquid assets, and short-term liabilities that are assumed to be vulnerable
to non-replacement under abnormally stringent conditions. The excess of
liquid assets over short-term liabilities is measured over a 30-day planning
horizon. Assumptions for short-term liabilities vulnerable to non-
replacement under abnormally stringent conditions are based on a historical
analysis of the month-to-month percentage changes in deposits. The excess
of liquid assets over short-term liabilities and other key factors such as
expected loan demand as well as access to other sources of liquidity such as
lines with the FHLB, Federal funds and those other supplemental sources
listed above are tied together to provide a measure of our liquidity. We
have a targeted range and manage our operations such that these rargets
can be achieved. We believe that our prudent management policies and
guidelines will ensure adequate levels of liquidity to fund anticipated needs
of on- and off-balance-sheet items. In addition, a contingency funding
policy statement identifies actions to be taken in response to an adverse
liquidity event.

As of December 31, 2003, we had established three additional revolving
lines of credit with banks, totaling $16.5 million. At December 31, 2003,
we had drawn $2.5 million on one of those lines leaving $14.0 million
available under these revolving lines of credit. The lines, if drawn upon,
mature daily with interest rates that float at the Federal funds rate. At
December 31, 2003, we also had the ability to draw additional FHLB
advances of $83.1 million based upon the mortgage loans and securities
that were then pledged, subject to a requirement to purchase additional
FHLB stock.

Forward-Leoking Statements

Statements included in “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” which are not historical in nature
are intended to be, and are hereby identified as “forward-statements” for
purposes of the safe harbor provided by Section 27A of the Securities Act
of 1933, as amended and Section 21E of the Securities Exchange Act of
1934, as amended. We caution readers that these forward-looking
statements, including without limitation, those relating to our future
business prospects, revenues, working capital, liquidity, capital needs,
interest costs and income, are subject to certain risks and uncertainties
that could cause actual results to differ materially from those indicated in
the forward-looking statements due to several important factors. These
factors include, but are not limited to: risks of loans and investments,
including dependence on local and regional economic conditions;
competition for our customets from other providers of financial services;
possible adverse effects of changes in interest rates including the effects of
such changes on derivative contracts and associated accounting
consequences; risks associated with our acquisition and growth strategies;
and other risks which are difficult to predict and many of which are beyond
our control.

Effects of Inflation

Unlike most industrial companies, the assets and liabilities of financial
institutions are primarily monetary in nature. Therefore, banking
organizations do not necessarily gain or lose due to the effects of inflation.
Changes in interest rates, which are a major determinant of a financial
service organization’s profitability, do not necessarily correspond to changes
in the prices of goods and services; however, interest rates may change in
response to changes in expectations of future inflation. An analysis of a
banking organization’s asset and liability structure provides the best
indication of how the organization is positioned to respond to changing
interest rates and maintain profitability.

The financial statements and supplementary financial data have been
prepared, primarily, on a historical basis, which is mandated by accounting
principles generally accepted in the United States. Fluctuations in the relative
value of money due to inflation or recession are generally not considered.

Recently Issued and Adopted Accounting Pronouncements

Note 1 to the Consolidated Financial Statements includes a summary of
recently issued and adopred accounting pronouncements and their related
or anticipated impact on the Company.

Critical Accounting Policies

Critical accounting policies are dependent on estimates that are particularly
susceptible to significant change and include the determination of the
allowance for credit losses and income taxes. The following have been
identified as “critical accounting policies.”

Allowance for Credit Losses. We maintain our allowance for credit losses
at a level considered adequate to provide for an estimate of probable losses
related to specifically identified loans as well as probable losses in the
remaining loan and lease portfolio that have been incurred as of each balance
sheet date. The loan and lease portfolio and other credit exposures are
reviewed regularly to evaluare the adequacy of the allowance for credit losses.
In determining the level of the allowance, we evaluate the allowance
necessary for specific nonperforming loans and also estimare losses in other
credit exposures. The resultant three allowance components are as follows:

Specific Reserves. The amount of specific reserves is determined
through a loan-by-loan analysis of problem loans over a minimum
size that considers expected future cash flows, the value of collateral
and other factors that may impact the borrower’s ability to make
payments when due. Included in this group are those nonaccrual or
renegotiated loans that meet the criteria as being “impaired” under
the definition in Statement of Financial Accounting Standards No.
114, “Accounting by Creditors for Impairment of a Loan,” (“SFAS
1147). A loan is impaired when, based on current information and
events, it is probable that a creditor will be unable to collect all
amounts due according to the contractual terms of the loan
agreement. Problem loans also include those credits that have been
internally classified as credits requiring management’s attention due
to underlying problems in the borrower’s business or collateral
concerns. Under SFAS 114, any allowance on impaired loans is
generally based on one of three methods. The accounting standard
requires that impaired loans be measured at either the present value
of expected cash flows at the loan’s effective interest rate, the loan’s
observable marker price or the fair value of the collateral of the loan.
Specific reserves totaled $2.0 million at December 31, 2003.

BNCCORP, INC. 2003 Annual Report




Reserves for Homogeneous Loan Pools. We make a significant number
of loans and leases that, due to their underlying similar characteristics,
are assessed for loss as “homogeneous” pools. Included in the
homogeneous pools are consumer loans and commercial loans under
a certain size that have been excluded from the specific reserve
allocation previously discussed. We segment the pools by type of
loan or lease and using historical loss information estimate a loss
reserve for each pool. Reserves for homogeneous loan pools totaled

$2.6 million at December 31, 2003.

Qualitative Reserve. Our senior lending management also allocates
reserves for special situations that are unique to the measurement
period. These include, among other things, prevailing and anticipated
economic trends, such as economic condicions in certain geographic
or industry segments of the portfolio and economic trends in the
retzil lending sector, management’s assessment of credit risk inherent
in the loan portfolio, delinquency trends, historical loss experience
and peer-group loss history. Our qualitative reserve totaled $185,000
at December 31, 2003.

Continuous credit monitoring processes and the analysis of loss
components is the principal method we rely upon to ensure thac changes
in estimated credit loss levels are reflected in our allowance for credit losses
on a timely basis. We also consider experience of peer institutions and
regulatory guidance in addition to our own experience. In addition, various
regulatory agencies, as an integral part of their examination process,
periodically review the allowance for credit losses. Such agencies may require
additions to the allowance based on their judgment about information
available to them at the time of their examination.

Loans, leases and other extensions of credit deemed uncollectible are
charged to the allowance. Subsequent recoveries, if any, are credited to the
allowance. The amount of the allowance for credit losses is highly
dependent upon our estimates of variables affecting valuation, appraisals
of collateral, evaluations of performance and status, and the amounts and
timing of future cash flows expected to be received on impaired loans.
Such estimates, appraisals, evaluations and cash flows may be subject to
frequent adjustments due to changing economic prospects of borrowers,
lessees or properties. These estimates are reviewed periodically. Actual losses
may vary from current estimates and the amount of the provision may be
either greater than or less than actual net charge-offs. The related provision
for credit losses, which is charged to income, is the amount necessary to
adjust the allowance to the level determined appropriate through
application of the above processes.

As indicated above, we employ a systematic methodology for determining
our allowance for credit losses that includes an ongoing review process
and quarterly adjustment of the allowance. Our process includes periodic
loan-by-loan review for loans that are individually evaluated for impairment
as well as detailed reviews of other loans (either individually or in pools).
This includes an assessment of known problem loans, potential problem
loans and other loans that exhibit indicators of deterioration.

Our methodology incorporates a variety of risk considerations, both
quantitative and qualitative, in establishing an allowance for credit losses
that we believe is appropriate at each reporting date. Quantitative factors
include our historical loss experience, delinquency and charge-off trends,
collateral values, changes in nonperforming loans and other factors.
Quantitative factors also incorporate known information about individual
loans, including borrowers’ sensitivity to interest rate movements and
borrowers’ sensitivity to quantifiable external factors including commodity
and finished goods prices as well as acts of nature (violent weather, fires,
etc.) that occur in a particular period.
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Qualitative factors include the general economic environment in our
markets and, in particular, the state of certain industries in our market
areas. Size and complexity of individual credits in relation to lending officers’
background and experience levels, loan structure, extent and nature of
waivers of existing loan policies and pace of portfolio growth are other
qualitative factors that are considered in our methodology.

Our methodology is, and has been, consistently applied. However, as we
add new products, increase in complexity and expand our geographic
coverage, we will enhance our methodology to keep pace with the size and
complexity of the loan and lease portfolio. In this regard, we may, if deemed
appropriate, engage outside firms to independently assess our methodology.
On an ongoing basis we perform independent credit reviews of our loan
portfolio. We believe that our systematic methodology continues to be
appropriate given our size and level of complexity.

While our methodology utilizes historical and other objective information,
the establishment of the allowance for credir losses and the classification of
loans is, to some extent, based on our judgment and experience. We believe
that the allowance for credit losses is adequate, as of December 31, 2003,
to cover known and inherent risks in the loan and lease portfolio. However,
future changes in circumstances, economic conditions or other factors could
cause us to increase or decrease the allowance for credit losses as necessary.

Allowance for Credit Losses — Impact on Earnings. As indicated above, the
determined level of the allowance for credit losses involves assumptions
underlying our estimates that reflect highly uncertain matters in the current
period. Additionally, a different estimate that could have been used in the
current period could have had a material impact on reported financial
condition or results of operations. We are not aware, at this time, of known
trends, commitments, events or other uncertainties reasonably likely to
occur that would materially affect our methodology or the assumptions
used, although changes in the qualitative and quantitative factors noted
above could occur at any time and such changes could be of a material
nature. We have used our assumptions to arrive at the level of the allowance
for credic losses that we consider adequate to provide for an estimare of
probable losses related to specifically identified loans as well as probable
losses in the remaining loan and lease portfolio that have been incurred as
of December 31, 2003. The qualitative and quantirative factors noted above
can reasonably be expected to impact the estimates applied and cause such
estimates to change from period to period.

Our allowance for credit losses of approximately $4.8 million necessicated
that a provision for credit losses of approximately $1.5 million be charged
to operations for the year ended December 31, 2003. Should our analysis
have resulted in the need for a higher or lower allowance for credit losses,
an additional or reduced amount would have been charged to operations
during the period. For example, should our analysis have indicated the
need for an allowance for credit losses of $5.3 million, an additional
$500,000 would have been charged to the provision for loan losses resulting
in net income of approximately $3.5 million as compared to the $3.8 million
recorded for the year ended December 31, 2003. Had our analysis indicated
the need for an allowance for credit losses of $4.3 million, the provision
for credit losses would have been reduced by $500,000 resulting in net
income of approximately $4.2 million as compared to the $3.8 million
recorded for the period.

In the past three years there have been changes in the qualitative and
quantitative factors noted above. From period to period, economic situations
change, credits may deteriorate or improve and the other factors we consider
in arriving at our estimates may change. However, our basic methodology
for determining an appropriate allowance for credit losses has remained
relatively stable. This methodology has resulted in allowance levels of $4.8,
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$5.0 and $4.3 million at each of December 31, 2003, 2002 and 2001,
respectively. As noted above, the amount of the provision for credit losses
charged to operations is directly related to our estimates of the appropriate
level of the allowance for credit losses. Charge-offs and recoveries during
the applicable periods also impact the level of the allowance for credit losses
resulting in a provision for credit losses that could be higher or lower in
order to bring the allowance for credit losses in line with our estimates.

Income Taxes. We file consolidated Federal and unirary state income tax returns.

Income taxes are accounted for using the asset and liability method. Under
this method, deferred tax assets and liabilities are recognized for the future
tax consequences attriburable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax
bases. Such differences can relate to differences in accounting for credit
losses, depreciation timing differences, unrealized gains and losses on
investment securities, deferred compensation and leases, which are treated
as operating leases for tax purposes and loans for financial statement
purposes. Deferred tax assets and liabilities are measured using enacted tax
rates expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. The effect on
deferred tax assets and liabilities of a change in tax rates is recognized in
income in the period that includes the enactment date.

The determination of current and deferred income taxes is based on complex
analyses of many factors including interpretation of Federal and state income
tax laws, the difference between tax and financial reporting basis of assets
and liabilicies (temporary differences), estimates of amounts due or owed,
the timing of reversals of temporary differences and current financial
accounting standards. Actual results could differ significantly from the
estimates and interpretations used in determining the current and deferred
income tax liabilities.

Quantitative and Qualitative Disclosures About Market Risk

Marker risk arises from changes in interest rates, exchange rates, and
commodity prices and equity prices and represents the possibility that
changes in future marker rates or prices will have a negative impact on our
earnings or value. Our principal market risk is incerest rate risk.

Interest rate risk arises from changes in interest rates. Interest rate risk can
result from: (1) Repricing risk — timing differences in the maturicy/repricing
of assets, liabilities, and off-balance-sheet contracts; (2) Options risk — the
effect of embedded options, such as loan prepayments, interest rate caps/
floors, and deposit withdrawals; (3) Basis risk — risk resulting from
unexpected changes in the spread between two or more different rates of
similar maturity, and the resulting impact on the behavior of lending and
funding rates; and (4) Yield curve risk — risk resulting from unexpected
changes in the spread between two or more rates of different maturities
from the same type of instrument. We have risk management policies to
monitor and limit exposure to interest rate risk. To date we have not
conducted trading activities as a means of managing interest rate risk. Our
asset/liability management process is utilized to manage our interest rate
risk. The measurement of interest rate risk associated with financial
instruments is meaningful only when all related and offsetting on-and off-
balance-sheet transactions are aggregated, and the resulting net positions
are identified. Our interest rate risk exposure is actively managed with the
objective of managing the level and potential volatility of net interest income
in addition to the long-term growth of equity, bearing in mind that we will
always be in the business of taking on rate risk and thart rate risk
immunization is not entirely possible. Also, it is recognized that as exposure
to interest rate risk is reduced, so too may the overall level of ner interest

income and equity. In general, the assets and liabilities generated through
ordinary business activities do not naturally create offsetting positions with
respect to repricing or maturity characteristics. Access to the derivatives
market can be an important element in maintaining our interest rate risk
position within policy guidelines. Using derivative instruments, principally
interest rate floors and caps, the interest rate sensitivity of specific
transactions, as well as pools of assets or liabilities, is adjusted to maintain
the desired interest rate risk profile. See “-Loan Portfolio-Interest Rate Caps
and Floors” “-Borrowings-Interest Rate Caps and Floors” and Notes 1 and
17 to the Consolidated Financial Statements for a summary of our
accounting policies pertaining to such instruments.

Our primary tool for measuring and managing interest rate risk is net interest
income simulation. This exercise includes our assumptions regarding the
level of interest rates and their impact on our current balance sheet. Interest
rate caps and floors are included to the extenc that they are exercised in the
12-month simulation period. Additionally, changes in prepayment behavior
of the residential mortgage, CMOs, and mortgage-backed securities
portfolios in each rate environment are captured using industry estimates
of prepayment speeds for various coupon segments of the portfolio. For
purposes of this simulation, projected month-end balances of the various
balance sheet accounts are held constant at their December 31, 2003 levels.
Cash flows from a given planning account are reinvested back into the
same planning account so as to keep the month-end balance constant at its
December 31, 2003 level. The static balance sheet assumption is made so
as to project the interest rate risk to net interest income embedded in the
existing balance sheet. With knowledge of the balance sheet’s existing net
interest income profile, more informed strategies and rtactics may be
developed as it relates to the structure/mix of growth.

We monitor the results of net interest income simulation on a quarterly basis
at regularly scheduled ALCO meetings. Each quarter net interest income is
generally simulated for the upcoming 12-month horizon in seven interest
scenarios. The scenarios generally modeled are parallel interest ramps of +/-
100bp, 200bp, and 300bp along with a rates unchanged scenario. The parallel
moverment of interest rates means all projected market interest rates move up
or down by the same amount. A ramp in interest rates means that the projected
change in market interest rates occurs over the 12-month horizon projected.
For example, in the -100bp scenario, the projected prime rate will decrease
from its starting point at December 31, 2003 of 4.00 percent to 3.00 percent
12 months later. The prime rate in this example will decrease 1/12%, of the
overall decrease of 100 basis points each month. Given the historically low
absolute level of market interest rates as of December 31, 2003, the declining
rate scenario analysis was limited to -100bp for the summary table presented
below and a +400bp scenario was added. '

The net interest income simulation result for the 12-month horizon that
covers the calendar year of 2004 is shown below. The impact of each interest
rate scenario on projected net interest income is displayed before and after
the impact of the $20.0 million cumulative notional original three-year
interest rate cap positions on three-month LIBOR with a 4.50 percent
strike and the $20.0 million cumulative notional original five-year interest
rate cap positions on three-month LIBOR with a 5.50 percent strike. The
impact of the cap positions is calculated by determining the fair value of
the contracts at the end of the 12-month horizon using an interest rate
option valuation model. The change in fair value plus any expected cash
flow in the various rate scenarios is summed to determine the total net
banefit/(cost) of the portfolio of interest rate cap contracts. See Notes 1
and 17 to the Consolidated Financial Statements for further discussion
related to our interest rate caps and accounting policies related to these
derivative instruments.
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Net Interest Income Simulation (amounts in thousands)
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Movement in interest rates -100bp Unchanged +100bp +200bp +300bp +400bp
Projected 12-month net interest income ........coooeen.... $ 13,561 $ 14,513 $ 14,536 $ 14,324 $ 13,933 $ 13,425
Dollar change from rates unchanged scenario ........... $  (952) — $ 23 $ (189) $  (580) $ (1,088)
Percentage change from rates unchanged scenario .... (6.56)% - 0.16% (1.30)% (4.00)% (7.58)%
Net benefit/(cost) of cumulative

$40.0 million interest rate caps (1) .ccc..coerrvcrrrennn. $ (56) $ (50) $ (28) $ 18 $ 98 $ 217
Total net interest income impact with caps.........c..... $ 13,505 $ 14,463 $ 14,508 $ 14,342 $ 14,031 $ 13,642
Dollar change from unchanged w/caps ........ccooccon..c. $  (958) — $ 45 §  (121) $ (432) $  (821)
Percentage change from unchanged w/caps .............. (6.62)% — 0.31% (0.84)% (2.99)% (5.68)%
Policy guidelines (decline limited to) 5.00% — 5.00% 10.00% 15.00% 20.00%

(1) In May and June 2001, we purchased four interest rate cap contracts on three-month LIBOR with strikes ar 4.50 percent each in the amount of $5.0 million notional
with original terms of three years for total notional of $20.0 million. These contracts will expire in May and June 2004. We also purchased four interest rate cap
contracts on three-month LIBOR with strikes at 5.50 percent each in the amount of $5.0 million notional with original terms of five years for total notional of $20.0
million. These contracts will expire in May and June of 2006. See Notes 1 and 17 to the Consolidated Financial Statements for further information on accounting

policies related to derivative financial investments.

Qur rate sensitivity position over the projected 12-month horizon is fairly
stable to slightly liability sensitive. This is evidenced by the projected
decrease in net interest income in most of the rising interest rate scenarios.

Because one of the objectives of asset/liability management is to manage
net interest income over a one-year planning horizon, policy guidelines are
stated in terms of maximum potential reduction in net interest income
resulting from changes in interest rates over the 12-month period. It is no
less important, however, to give attention to the absolute dollar level of
projected net interest income over the 12-month period. For example, even
though in the ~100bp scenario, net interest income declines $958,000, ot
6.62 percent, from the unchanged scenario, the level of net interest income
of $13.5 million is only 0.95 percent above the $13.4 million recorded for
the year ended December 31, 2003.

Our general policy is to limit the percentage decrease in projected net interest
income to 5, 10, 15 and 20 percent from the rates unchanged scenario for
the +/- 100bp, 200bp, 300bp and 400bp interest rate ramp scenarios,
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respectively. When a given scenario falls outside of these limits, such as is
the case with the —100bp scenario above, the ALCO reviews the
circumstances surrounding the exception and, considering the level of net
interest income generated in the scenario and other related factors, may
approve the exception to the general policy or recommend actions aimed
at bringing the respective scenario within the general limits noted above. A
targeted level of net interest income is established and approved by the
Board and ALCO. This target is reevaluared and reset at each quarterly
ALCO meeting.

Static gap analysis is another tool that may be used for inrterest rate risk
measurement, The net differences between the amount of assets, liabilities,
equity and off-balance-sheet instruments repricing within a cumulative
calendar period is typically referred to as the “rate sensitivity position” or
“gap position.” The following table sets forth our rate sensitivity position
as of December 31, 2003, Assets and liabilities are classified by the earliest
possible repricing date or maturity, whichever occurs first:
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Interest Sensitivity Gap Analysis

Estimared maturity or repricing at December 31, 2003

0-3 months 4-12 months 1-5 years Over 5 years Total
(dollars in thousands)
Interest-earning assets:
Interest-bearing deposits with banks........cvicriernces $ - $ — $ - $ — $ -
Investment securities (1) .....cocoervnnen. 10,597 25,265 91,415 135,291 262,568
FRB and FHLB Stock .... 7,596 — —_ — 7,596
Fixed rate loans (2) ...... 7,805 17,738 34,851 14,081 74,475
Floating rate loans (2) .....ccoovcuunn. 205,875 324 3,389 — 209,588
Total interest-earning assets ........coocovevvcrurnrviriccnne $ 231,873 $ 43,327 $ 129,655 $ 149,372 § 554,227
Interest-bearing liabilities:
Interest checking and money market accounts .......... $ 208,914 $ — $ - $ — $ 208,914
SAVINGS woooecrireen e 6,611 — — — 6,611
Time deposits under $100,000 ........cocorcrrrrrrrmmrcrnrics 16,171 47,314 25,012 626 89,123
Time deposits $100,000 and over .....cccvvvconnccvnriccnnn. 10,108 27,974 8,487 — 46,569
BOITOWINGS woovvvrnisiiiniccsrininnen s 41,383 13,500 35,140 84,597 174,620
Total interest-bearing liabilities .......coovvrerericarernene $ 283,187 $ 88,788 $ 68,639 $ 85,223 $ 525,837
[RLETEST FALE BAP utvvrercermicersnreammrcamsriammrienrsisessnsesssosisecenns $ (51,314) § (45,461) $ 61,016 $ 64,149 $ 28,390
Cumulative interest rate gap at December 31, 2003 ...... $ (51,314) $  (96,775) $ (35,759) $ 28,390
Cumulative interest rate gap to total assets ........c.c.c..... (8.26)% (15.57)% (5.75)% 4.57%

(1) Investment securities are generally reported in the timeframe representing the earliest of repricing date, call date (for callable securities), estimated life or marurity dare.
Estimated lives of mortgage-backed securities and CMOs are based on published industry prepayment estimates for securities with comparable weighted average

interest rates and contractual maturities.

(2)  Loans are stated gross of the allowance for credit losses and are placed in the earliest timeframe in which maturity or repricing may occur.

The table assumes that all savings and interest-bearing demand deposits
reprice in the earliest period presented, however, we believe a significant
portion of these accounts constitute a core component and are generally
not rate sensitive. Our position is supported by the fact that aggressive
reductions in interest rates paid on these deposits historically have not caused
notable reductions in balances.

The table does not necessarily indicate the furure impact of general interest
rate movements on our net interest income because the repricing of certain
assets and liabilities is discretionary and is subject to competirive and other
pressures. As a result, assets and liabilities indicated as repricing within the
same period may in fact reprice at different times and at differenc rate levels.

Static gap analysis does not fully capture the impact of embedded oprions,
lagged interest rate changes, administered interest rate products, or certain
off-balance-sheet sensitivities to interest rate movements. Therefore, this
tool generally cannort be used in isolation to determine the level of interest
rate risk exposure in banking institutions.

Since there are limitations inherent in any methodology used to estimate
the exposure to changes in market interest rates, these analyses are not
intended to be a forecast of the actual effect of changes in marker interest
rates such as those indicated above on the Company. Further, these analyses
are based on our assets and liabilities as of December 31, 2003 (without
forward adjustments for planned growth and anticipated business activities)
and do not contemplate any actions we might undertake in response to
changes in market interest rates.
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